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The value of Talcott’s Financing Service to 
j American business and industry is reflected in 
; the growth of client sales volume processed an- 
+ nually .. . now well over the billion dollar mark. 

A very substantial part of this growth has re- 

sulted from accountants referring their clients 

to us for their financing needs. We are always 


ready to co-operate in any way. 


If you’d like a free copy of the Talcott Basic 
Data File which explains our financing and fac- 
toring services, just write. We’d welcome the 


opportunity to be helpful. 


Talcott Financing Services . . 
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@ Industrial Time Sales @ Leasing 
e@ Rediscounting 


James Talcott, Inc. 
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Accounting News And Trends 


WHAT HAPPENS TO 
ACCOUNTING MAJORS? 


A survey based on information re- 
ceived from 95% of the living ac- 
counting graduates of Drake University 
(lowa) is summarized by Merrill B. 
Dilley in the Accounting Review (Jan- 
uary 1961). Of the 602 accounting 
graduates since 1921 (the first class), 
30 were known to be deceased and, 
when one reads that out of the re- 
maining 572 graduates, 544 completed 
questionnaires, one cannot help but be 
impressed by this remarkable spirit of 
cooperation. Certainly the author is 
justified in saying, “It is felt that these 
results are a true representation of all 
accounting graduates at Drake Univer- 
sity.” Some items revealed: 

e Approximately 62% of all ac- 
counting graduates are currently 
engaged in accounting work of some 
type. Of these some 25% are in 
public accounting, 20% as em- 
ployees, 5% are partners. 

e Approximately 26% are in some 

phase of management, including 

many who are doing accounting 
work at that level. The remaining 

12% are divided equally between 

sales and a miscellaneous group of 

non-accounting activities. 

e Approximately 27% of the gradu- 

ates hold CPA certificates and some 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Accounting Procedure 
and is Program Director of the Brooklyn 
Chapter of the National Association of 
Accountants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Law School. 


of these are in company manage- 
ment and industrial accounting. 

e Analysis of income data for all 
accounting graduates indicates that 
those employed in public accounting 
receive considerably greater income 
on the average, both ten years and 
twenty years after graduation, than 
those in other types of jobs. How- 
ever, the relative number earning in 
excess Of $50,000 was somewhat 
higher for those in industry as com- 
pared with those in public account- 
ing. 


EXTENDING THE COLLEGE CURRICULUM 


As professional men interested in 
accounting education, CPAs should 
find of interest a recently issued state- 
ment of policy by the Middle Atlantic 
Association of Colleges of Business 
Administration relative to the proposal 
of the New York State Department of 
Education that a fifth year be added 
to the curriculum in accounting. 

While recognizing the general value 
of more extensive education in all 
areas of study, the Association states 
it is not impressed that the fifth year 
will solve the problem of failures on 
CPA examinations. Results on the 
examination are influenced by the abil- 
ity of the candidate, and by the merits 
of the college training to which he has 
been subjected. An integrated four- 
year course can and should provide the 
theoretical background needed for a 
well balanced program. 

Some very practical considerations 
work against the validity of the pro- 
posal for a required fifth year. Stu- 
dents who seek careers in public ac- 
counting already constitute only a 
small minority of business administra- 
tion enrollees. To require this group 
to complete an additional year will 
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tend to divert potential CPA candi- 
dates into alternative four-year pro- 
grams. The non-urban schools which 
offer a public accounting major will 
not be able to attract sufficient stu- 
dents to a fifth year course to support 
this operation. 

In summary, the Association be- 
lieves that the best interests of the 
public, the profession and the Asso- 
ciation members can be served by: 

¢ Continued studies of all aspects 

of the matter. 

e Evaluation, and adjustment as in- 

dicated, of certain four-year cur- 

ricula. 

e Continuance of the four-year pro- 

gram as a requirement for entrance 

into Unit I of the New York CPA 
examination. 

e Encouragement of fifth year of- 

ferings on an optional basis, with 

credit for one year of the experi- 
ence requirement. 


HOW TO GET MORE OUT OF LISTENING 


In her article “The Accountant 
Communicates” (The Woman CPA, 
February 1961) Dr. Bernadine Meyer 
points out that a business executive 
may spend as much as forty percent 
of the business day in listening. Lis- 
tening, then, becomes an important 
business skill, yet studies show that 
most individuals listen at about only 
25 percent efficiency. But studies also 
show that skill in listening can be im- 
proved by following these five guides 
to effective listening: 

1. Good listening is work; it takes 
energy; one cannot simply sit back, 
relax, and let the words flow into the 
ears. Instead the listener must be men- 
tally alive. 

2. Good listening requires mental 
as well as physical conditioning. Most 
persons realize that physical comfort 
is essential for good listening; noises 
and distractions must be eliminated, 
the ventilation and lighting must be 
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right, seating must be comfortable and 
close enough so that one can see 
the speaker. But above all, a receptive 
mind is the first requirement for learn- 
ing new things, for hearing new ideas. 

3. Good listening results when the 
listener replaces lapses in concentra- 
tion with proper use of one’s “spare 
time.” The average American does 
not speak much faster than 125 words 
a minute, yet the human mind is able 
to handle the words and thoughts it 
hears at about 400 words a minute. 
Consequently, the listener finds himself 
with spare time, and effective listening 
results when one uses his spare time 
by: 

a. Trying to outguess the speaker, 
by trying to determine ahead of time 
the point the speaker is developing. 

b. Weighing the evidence the 
speaker presents: is it truthful, un- 
biased, acceptable, pertinent? 

c. Reviewing what has been said so 
far. 

d. Listening between the lines: 
what do the speaker’s tone, expression 
and gestures convey? 

Such use of spare time keeps the 
listener’s mind on the subject and in- 
creases concentration. 

4. Good listening is based on con- 
trolled emotional responses to what 
one hears. When the thoughts ex- 
pressed by the speaker are those with 
which the listener agrees, the listener 
tends to become relaxed, uncritical, 
ready to accept all of the ideas being 
presented. On the other hand, when 
the speaker presents ideas with which 
one disagrees, the listener’s mind be- 
comes overstimulated. He plans a re- 
buttal, a refutation, or an embarrass- 
ing question to ask the speaker. As 
a result, most listeners do not really 
hear nor listen to viewpoints that are 
opposed to their own way of thinking; 
a good listener, however, when those 
topics are discussed, does these two 
things: 
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a. Listens for negative evidence; 
that is, looks for points that will prove 
the other side. Of course, such listen- 
ing can be dangerous since it may re- 
sult in the listener’s having to change 
his opinion. 

b. Listens until the speaker is fin- 
ished, until he has said everything he 
plans to say. Many people “listen” by 
mentally planning what they will say 
when it is their time to speak; conse- 
quently, they do not hear all the 
speaker has to say. 

5. Good listening results when one 
listens for ideas rather than for facts. 
Many facts are difficult to remember 
and so they are soon forgotten, but one 
central idea or main thought will re- 
main with the listener for a long time. 
And, is it not far better to remember 
one main theme than to remember 
nothing at all? 

These five suggestions are an excel- 
lent guide to effective listening. The 
author suggests that if you will put 
them into practice, you will soon find 
yourself a better communicator—and 
a better accountant. 


THE IMPORTANCE OF ADEQUATE FEES 


Professional problems are not con- 
fined by national boundaries and the 
New Year’s Message of Mr. S. John 
Pears, President of the Institute of 
Chartered Accountants in England 
and Wales (Accountancy, January 
1961) touches on problems that con- 
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cern many American CPAs. Do these 
comments on fees have a familiar ring? 

“A fresh outlook on fees is required 
by many members. Fees cannot be 
imposed by a uniform rate of charges 
fixed by the Council based on time 
spent on any particular job. The time 
spent is one factor only and not neces- 
sarily the most important. Other con- 
siderations, as the Council has pointed 
out, are: 

e The skill and knowledge required 

for the type of work involved. 

¢ The seniority of the persons neces- 

sarily engaged on the work (princi- 

pals, managers, senior clerks, audit 

assistants and other clerks). 

eThe nature of the responsibility 

which the work entails. 
The value of the work to the client 
is also of importance. It is unrealistic 
that this should be ignored. Fees are 
at present, in many cases, far too low, 
particularly in certain areas. Before an 
accountant fixes a fee he should satisfy 
himself that all the time spent has been 
necessary and that he is giving proper 
service to his client, and he should 
then have the determination, confi- 
dence and courage to ask the client 
for a proper fee. In most cases this 
will be obtained. Unless adequate fees 
are charged, the profession cannot 
attract to itself or retain on the prac- 
tising side men of the right quality re- 
quired to provide the services needed 
by clients.” 
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Letters to the Editor 


COMMINGLING OF FUNDS BY 
GENERAL INSURANCE AGENTS 


After writing the letter which ap- 
peared in the January 1961 issue of 
The New York Certified Public Ac- 
countant it came to my attention that 
several statements included therein 
required modification or amplification 
in the following respects: (1) The 
figures of 80,000 to 90,000 licensees 
are the approximate numbers of li- 
censed insurance agents in the entire 
State of New York, and they are 
served about equally by both the New 
York and Albany offices of the State 
Insurance Department; (2) The maxi- 
mum fine is $500 per offense or 
revocation or suspension of license; 
and (3) The reference to Chapter 
880, Section 380-d of the Banking 
Law, contained in the last paragraph, 
should be deleted. 


REGINALD H. PATTISON, CPA 
Hudson, N. Y. 


MERCHANDISE SHORTAGES 
IN RETAIL STORES 


Accountants are necessarily con- 
cerned with the problem of merchan- 
dise shortages in clients’ businesses, in 
connection with surveys of internal 
control and in audits generally. De- 
spite all of the efforts by management 
and accountants, to date, to reduce the 
incredibly large amount of pilferage 
and other losses the loss percentage is 
mounting. This condition not only 
can jeopardize a company’s existence 
but it also presents a continuous chal- 
lenge to system men to develop ways 
and means of overcoming this perni- 
cious condition. 

In 1949 a group of ten conventional 
type department stores whose volumes 


then ranged from 3 to 15 million had 
inventory shortages from 0.5 to 1.1 
percent of sales. Last year that same 
group, with volumes from 8 to 30 
million, had a shortage experience of 
from 0.7 to 1.4 percent of sales. 

In another group of 16 department 
stores whose volumes range from 1% 
million to 5 million, the 1949 mer- 
chandise shortage ratios ranged from 
0.2 to 1.1 percent. In 1959 this same 
group found its ratios ranging from a 
low of 0.3 to a high of 1.9 percent 
of sales. 

In a group of men’s wear stores who 
are the sales leaders of quality mer- 
chandise in 11 major cities, 1949 
figures were 0.4 to 1.2 percent. 1959 
results show 0.3 to 1.8 percent. In 
all three groups, the median figure has 
risen several tenths of a percent as 
well. 

In modern accounting, and this is 
particularly true in retail accounting, 
we recognize it is often impossible or 
impractical to control transactions 
and/or merchandise 100%, that is to 
say, to account for every single factor 
profitably. 

This recognition permits us to ac- 
cept a margin of error between book 
and physical counts of cash, accounts 
receivable, and merchandise inven- 
tories. However, the time is now when 
we must put a stop to constantly rais- 
ing the bar on what is an acceptable 
margin of error. 

The broadening of sales bases pre- 
sents new problems and extends old 
ones for the controllers and independ- 
ent accountants. How, when and where 
to count cash funds, to audit new types 
of accounts receivable, and how to 
supervise physical counts of greatly 
expanded inventories, are a few we’ve 
all had to cope with. And exposure 
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|to greater shortage losses through the 
|supermarket type of display is still 
| another problem directly related to the 
broadened sales base. Maximum mer- 
chandise exposure often, it seems, pro- 
/vokes maximum temptation and pro- 


vides maximum opportunity to shop- 


f 4 lifters and dishonest employees. 


"| The pressure is on the controller 


and often through him on the inde- 
pendent accountant, too, to “reduce 
operating expenses!” The order would 
be monotonous, it is repeated so often, 
if it were not in such deadly earnest. 

Controllers and accountants are 
constantly being called upon to weigh 
the actual costs of seeming expensive 
cash protection measures, sales audit 
routines, accounts receivable proced- 
ures, and a variety of internal control 
functions, versus salary savings, result- 
ing from the elimination or reduction 
of a procedure. We have to ask our- 
selves, and be able to substantiate our 
answers to the question—“Does the 

calculated risk we may take open the 
door to far greater losses than the 
possible savings?” 

In our search for ways and means to 
combat the “Thief of Profits” we turn 
to special service, patented accounting 
systems, tabulating machines and 
intrastore and warehouse “big brother” 
television cameras. Controllers and 
accountants must be up on the effect- 
iveness of these methods, and their 
costs. 

The problem of control of losses is 
one that merits the fullest attention of 
accountants, and any achievement in 
this respect is a valuable service to our 
country’s major industry, the retail 
establishment. 

H. R. SCULL 
(E. H. Scull Company ) 
New York, N. Y. 


[Epitor’s Note: This letter represents the 
| substance of the writer’s remarks in open- 


EL SRS ing a recent technical session of the Society’s 
| Committee on Retail Accounting.] 
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In Retrospect 


The Society’s fiscal year ending May 31, 1961, and 
with it my term of office, is rapidly coming to a conclu- 
sion. As usual during the closing period of an admin- 
istration, one is concerned with a smooth and orderly 
transition. Fortunately, we have a group of real “pros” 
in Harry Howe and the capable Society staff who can be 
counted on to keep the machinery well oiled and rolling 
along. 

We are prone to think of programs begun or con- 
ceived of, and not fully brought to fruition. Has every- 
thing been done that should or could have been? How 
will they fare in the future? Fortunately, our Nominat- 
ing Committee has seen to it that our Society will be in 
good hands and there is no cause for concern. 

Obviously, in one year only so much can be com- 
pleted. Last May, I emphasized the need and signifi- 
cance of continuing education. It is a comforting feeling 
that, through our meetings, our seminars and our publi- 
cations, our members have been afforded every oppor- 
tunity to keep current. The increased attendance at our 
meetings, both general and technical—in New York City, 
throughout the chapters, and at the statewide conference 
last June—speaks well for the unflagging interest of our 
members and their desire to move ahead. 

Our efforts in this significant area have been coor- 
dinated with those of the American Institute of CPAs 
and its many forward-looking publications, which con- 
tinue to be recognized as pre-eminent by the accounting 
profession. Again, in concert with the Institute, and 
another step in maintaining the highest levels of profes- 
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sional competence, is the adoption of “The CPA Consultation 
Service—Advice is yours for the asking.” This should both 
expand and encourage the service that our Society has been 
rendering to its members for many years. 

To these forward-looking programs, the Society can refer 
with pride, and its members with satisfaction, that no effort has 
been spared to accomplish the desired objective. From all re- 
ports and indications, I believe we can report progress. I am 
confident that this policy will continue to be fostered and im- 
proved in the future. The very existence of our profession 
depends on it. 

Our membership has passed the 11,000 mark. Yet every 
member, new or old, from large firm to individual practitioner, 
or staff member, whether in public practice, in industry, in 
public service, or in education, whether in New York City or 
in the chapter areas, is of vital concern to all of us who make 
up the Society and its policies. We are here to serve all of you. 
It is your province to call for and receive your due share. As 
much as we can, we send and proffer to you, on our own, with 
the confidence and assurance that you can benefit. By participat- 
ing as they should, members will not only develop a sense of 
belonging but should also generate substantial values in their 
professional life. 

Much more could be written. Our annual report will sum- 
marize the past year’s activities and what has been accomplished. 
To me it has been stimulating and rewarding. I am sure I gained 
more than can be measured, in rubbing shoulders with so many 
of you and coming to grips with the new frontiers and problems 
of our dynamic profession. It is a year that I shall treasure 
with pride. 

To all of you, who have been of such great assistance to 
me when needed throughout the year, co-officers, directors, 
committee chairmen and members throughout the state, and to 
Harry Howe and your devoted staff in the Society office, my 
deep and sincere thanks. To the cooperative efforts and teamwork 
of this inspired group should go the credit for whatever may 
have been accomplished during the past year. 


BENJAMIN GRUND, 
President 
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Further Thoughts on 
the Denial of an Opinion 


By EUGENE ROSENFELD, CPA 


Statement on Auditing Procedure No. 23 is a much discussed 
statement, nevertheless “the last word has not yet been said.” In 
this article the author attempts to close loopholes he finds 
therein, in an effort to make the accountant’s representation 
definite and meaningful, and to eliminate any implied or real 
support for evasion of this responsibility. 


The principles of the Statement on 
Auditing Procedure No. 23 issued by 
the American Institute’s Committee on 
Auditing Procedure in December 1947 
and revised in December 1949 were 
adopted by vote of the membership of 
The New York State Society of Certi- 
fied Public Accountants in April 1953. 
Standard of Reporting No. 4, as enun- 
ciated in Generally Accepted Aud- 
iting Standards, Their Significance and 
Scope (A.1L.C.P.A., 1954), and Rule 
19 of the rules of professional conduct 
of the A.I.C.P.A. (adopted effective 
January 20, 1958), constitute the most 
recent official actions of the Institute 
toward making the principles of State- 
ment on Auditing Procedure No. 23 
part of the basic doctrine of our pro- 
fession. Furthermore, Rule 19 has 
been added to the rules of professional 
conduct of The New York State Society 
of Certified Public Accountants. Thus, 
the State Society’s rules of professional 
conduct now incorporate within them 
the essence of Statement 23. 





EUGENE ROSENFELD, CPA, is an in- 
structor at Queens College in New York 
City and is engaged in public practice in 
New York City. 
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Despite the fact that this Statement 
is an integral part of accounting doc- 
trine and that numerous articles and 
letters have been published on the sub- 
ject, there is need for further clarifica- 
tion of its intent and scope. 


DISCLOSURE OF ALL REASONS 
FOR DISCLAIMER 


Need an auditor who disclaims 
an opinion for reasons of limitation 
in scope of examination also disclose 
departures from generally accepted 
accounting principles, or lack of con- 
sistency in application of accounting 
methods? This question was raised in a 
letter to the editor of The New York 
Certified Public Accountant, (Decem- 
ber 1956, page 692). This writer re- 
plied to the effect that full and fair dis- 
closure would require the revelation of 
all material items of which the account- 
ant has knowledge. This applies even 
to knowledge obtained subsequent to 
the completion of the examination but 
prior to the issuance of the report.? 
Carman G. Blough contended that the 
disclaimer releases the accountant from 
responsibility only with respect to facts 
which are not recorded on the books 
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and of which he has no knowledge. He 
may not omit any pertinent informa- 
tion which appears on the books. Nor 
may he exclude from a report any 
significant information of which he has 
knowledge merely because there is no 
record of it on the books.? 

Jennie M. Palen holds that, “The 
auditor should not resort to a denial 
of opinion in order to escape disclosure 
of matters which he knows to be wrong. 
Whether he expresses an opinion, de- 
nies having one, or submits statements 
which he describes as prepared from 
the general books without audit, he 
should disclose significant matters 
which have come to his attention and 
affect the fairness of the financial state- 
ments.’ Informative disclosures in the 
financial statements are to be regarded 
as reasonably adequate unless other- 
wise stated in the report.’ 

Rule 5 of the Institute’s rules of 
professional conduct, which relates to 
situations where an opinion is ex- 
pressed, states: “In expressing an 
opinion on representations in financial 
statements which he has examined, a 
member may be held guilty of an act 
discreditable to ‘the profession if: 

(a) he fails to disclose a material 
fact known to him which is not dis- 
closed in the financial statements but 
disclosure of which is necessary to 
make the financial statements not mis- 
leading; or 

(b) he fails to report any material 
misstatements known to him to appear 
in the financial statement.” .. . 


“(e) he fails to direct attention to 
any material departure from generally 
accepted accounting principles or to 
disclose any material omissions of gen- 
erally accepted auditing procedure ap- 
plicable in the circumstances.” 

Carman G. Blough further points 
out that if an auditor should disclaim 
an opinion for other reasons and fail 
to mention departures from generally 


accepted accounting principles or con- 
sistency he would be violating the spirit 
of Rule 5 (e).5 

This writer suggests revision of Rule 
5 to encompass situations where the 
auditor disclaims an opinion as well 
as those where an opinion is expressed. 
I would further recommend revision 
of the wording of Statement 23 para- 
graph 6, by merely adding the word 
all as follows: “. . . should indicate 
clearly all his reasons therefor.” 


WHERE THE ACCOUNTANT HAS 
NO KNOWLEDGE THAT WOULD 
DISCREDIT 


The opinion has been expressed that 
“the certified public accountant ought 
not to issue a report unless there is a 
disclosure of factors that materially 
affect its evaluation.” To prove that 
this policy has been followed, it was 
suggested that this sentence follow the 
disclaimer, “However, we know of no 
facts that would discredit the represent- 
ations contained in this report.”® I 
believe the addition of such a sentence 
to be unnecessary and undesirable. 
Such an assertion cannot be meaning- 
ful unless the scope of the audit is 
great enough to warrant it. It implies 
a foundation of knowledge where, in 
fact, there may be no such foundation. 
Where the disclaimer is due to the fact 
that the scope of the examination is so 
limited as to preclude the expression 
of an opinion, the auditor would really 
have no right to state that he knows of 
no facts that would impair the relia- 
bility of the financial statements. 

Further, if my suggestion for re- 
vision of Rule 5 and Statement 23 were 
adopted, any accountant who complied 
with the rules of his profession would 
include in his disclaimer all significant 
reasons for disclaiming an opinion. 
In situations where we express an un- 
qualified opinion, we find no need to 
make an assertion that we have no 
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knowledge that would discredit our 
opinion. Similarly, when there is a dis- 
claimer of an opinion, it should be 
presumed that significant information 
has not been concealed. “It would be 
unfortunate. . . if we permit a general 
custom to develop which requires the 
inclusion of a negative assertion of this 
kind in reports where opinions are dis- 
claimed. it is entirely unneces- 
sary if credit men are brought to 
recognition of the fact that an auditor 
will not associate his name with a 
statement which he suspects to be 
false.”? They should be apprised of 
the fact that an auditor may not permit 
his name to be associated in any way 
with financial statements which he be- 
lieves to be false or misleading. This 
is required by the A.I.C.P.A. Com- 
mittee on Professional Ethics, Opinion 
No. 8 (published in The CPA, Feb- 
ruary 1959). 


SOFTENING THE DENIAL 


Many writings up to this point have 
emphasized wording which will comply 
with the letter of Statement 23 but at 
the same time soften the impact of 
the denial of an opinion. This may 
have been excusable when the con- 
cept of the disclaimer first came into 
being. The time has now arrived, 
however, when the denial should be 
clear-cut and unequivocal. Wording 
such as, “. . . although they have been 
prepared in conformity with gener- 
ally accepted accounting principles 
applied on a basis consistent with that 
of the preceding year,”® or “. . . ex- 
aminations of the books of account 
and supporting data, which did not 
indicate any material discrepancies,’® 
or “Nothing came to our attention 
during our examination which gave 
us reason to question the amounts at 
which these assets are stated... .,” 1° 
should be discontinued in connection 
with disclaimers. Such wording has 


the effect of creating in the mind of 
the reader a partial retraction of the 
denial of opinion. These are probably 
the kinds of statements that Arthur L. 
Nash has reference to when he speaks 
of “hedge phrases and nuances.”!? 


Stephen Chan suggested the follow- 
ing wording for a disclaimer: “Since 
we did not attend at the physical in- 
ventory taking we are unable to ex- 
press an opinion as to the financial 
statements as a whole. However, in 
all other material respects, it is our 
opinion that the attached financial 
statements present fairly the assets and 
liabilities of XYZ Corporation at De- 
cember 31, 1949, and the operating 
results for the year then ended in con- 
formity with generally accepted ac- 
counting principles applied on a basis 
consistent with that of the preceding 
year.”!° It was suggested by another 
writer that the use of the word opinion 
in the above disclaimer tends to ne- 
gate the disclaimer. Mr. Chan replied 
to this criticism by stating that if the 
words “in our opinion” were omitted, 
the accountant would be making a 
direct statement even stronger than 
the one to which the objection was 
raised.}8 

The above difficulties stem from the 
fact that paragraph 6 of Statement 23 
states, “. . . To the extent the scope 
of his examination and the findings 
thereof justify, he may also comment 
further as to compliance of the state- 
ments with generally accepted ac- 
counting principles in respects other 
than those which require the denial 
of an opinion on the over-all fairness 
of the financial statements.” If the 
changes in Statement 23 and in Rule 
5 of the rules of professional conduct 
herein suggested were made, the above 
sentence could be eliminated from 
paragraph 6. If the auditor were re- 
quired to state all of his reasons for 
not being able to express an opinion, 
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it could then be assumed, if he said 
nothing to the contrary, that the state- 
ments were prepared in conformity 
with generally accepted accounting 
principles and that nothing came to 
his attention to cause him to question 
the accuracy of the stated balances. 


INFORMATION GIVEN ORALLY 


Accountants are, on many occa- 
sions called on the telephone by credit 
men and bankers for information per- 
taining to their clients’ financial posi- 
tion. Confusion may exist in the 
minds of some as to whether State- 
ment 23 has applicability in such cir- 
cumstances. I think-we must assume 
that it was the intention of the Com- 
mittee on Auditing Procedure to pre- 
vent the accountant from expressing 
his opinion in all situations where he 
is professionally unable to do so. 
When unable to express an opinion, 
he should so state and give all of his 
reasons. This would make Statement 
23 applicable to situations where in- 
formation is given orally as well as in 
writing. Any questions about this 
could be resolved by amendment of 
the Statement to include information 
given orally. 


PLAIN PAPER VS. NAME PAPER 


The wording of Statement 23 in- 
dicates that the statement has applic- 
ability only to those situations where 
an “accountant permits his name to 
be associated with financial  state- 
ments.”!4 In those situations, it is 
necessary to prevent third parties from 
placing undue reliance on them.’ 
Certainly the committee did not in- 
tend to give the accountant full rein 
to mislead and misrepresent by omit- 
ting his name from the report. The 
use of plain paper for reports might 
have been acceptable prior to the 
adoption of the Statement. The adop- 
tion, however, has eliminated the 
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need for an accountant to present a 
statement without his name. If he is 
in a position to express an unqualified 
or qualified opinion and does not do 
so, he is unfair to his client. If, on 
the other hand, he is unable to ex- 
press an opinion, he should say so 
and should not in any case be per- 
mitted to escape responsibility for his 
work by presenting the report on plain 
paper. Such a report might be as- 
sociated with him despite the fact that 
it is not on his stationery and does 
not contain his signature. I would 
favor a rule to require that all ac- 
countants’ reports contain the name 
of the accountant who submits them 
as well as a clear-cut statement of the 
degree of responsibility which he as- 
sumes. 


THE LONG-FORM REPORT 


The long-form report often con- 
tains voluminous comments and de- 
scriptive material on the financial 
statements. Yet it is just as important 
here as in the short-form report for 
the reader to know the degree of re- 
sponsibility assumed by the CPA. 
Jennie M. Palen suggests that in the 
long-form report the opinion be placed 
as early as possible in the comments 
directly following the introductory 
paragraphs and list of statements and 
schedules and any necessary qualifying 
paragraphs.'® I consider this a fine 
suggestion and believe it to be equally 
applicable to a denial of opinion. It 
would be helpful to the reader for 
the CPA to make frequent and con- 
spicuous referral within the report to 
the opinion or disclaimer. 


UNAUDITED STATEMENTS 


Statement 23 states in paragraph 6 
that, “when financial statements, pre- 
pared without audit, are presented... 
a warning, such as prepared from the 
books without audit (italics supplied) 
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appearing prominently on each page 
of the financial statement is con- 
sidered sufficient.” It should not be 
assumed from this that, in cases where 
a limited audit was performed, but 
where a denial of opinion is nonethe- 
less called for, the denial of opinion 
should be inconspicuously presented. 
I believe that the suggestions with 
reference to the long-form report 
agree with the spirit of the above 
quotation from paragraph 6. 

The use of the warning “prepared 
from the books without audit” com- 
pletely dissociates the accountant from 
the report so designated. It represents 
a grave injustice to the client when the 
accountant resorts to the use of this 
phrase in situations where he has per- 
formed some auditing procedures. Only 
in cases where it is literally true that 
the report was so prepared should 
this phraseology be used. Statement 
23 ought clearly to indicate that only 
in such situations is this terminology 
applicable. 

The same reasoning applies to sit- 
uations where accountants disclaim an 
opinion in cases that warrant the ex- 
pression of a qualified opinion. The 
disclaimer must never be used by the 
accountant to dodge responsibility 
which he should rightfully assume, and 
the Statement should leave no room for 
doubt on this point. 


DENIAL NOT A MATTER OF CHOICE 


The accountant, in denying an opin- 
ion, is guided by rules of professional 
conduct which do not, in some circum- 
stances, permit an expression of opin- 
ion. The denial is not a matter of 
choice but a professional requirement. 
Hence, I favor verbiage in the dis- 
claimer which makes this clear, for 
example, “We are unable to,” “We 
may not,” or “We are precluded from” 
expressing an opinion. 


STANDARDIZED DISCLAIMERS 


Paragraph 6 of Statement 23 states, 
“It is not contemplated that the dis- 
claimer of opinion should assume a 
standardized form.” However, several 
accountants have written of the desir- 
ability of standardization as a goal to 
be sought.’* Jennie M. Palen suggests 
five possible reasons for the denial of 
an opinion. 1§ Perhaps what is nec- 
essary are five standardized disclaim- 
ers, one to meet the needs of each of 
these situations. This would be a 
desirable goal if it were possible to 
accomplish it. But I have never seen 
suggested disclaimers that would fit all 
cases. However, if the suggestions made 
in this article were followed, the need 
for standardization would be signifi- 
cantly reduced. 


CONCLUSION 


The writer does not, by this article, 
intend any criticism of either the Com- 
mittee on Auditing Procedure of the 
American Institute of Certified Public 
Accountants or of any of the individ- 
uals whose writings have been quoted 
herein. All these people have made 
significant contributions toward the 
goal of making accountants’ reports 
more meaningful to readers. Statement 
23 represents a positive step forward in 
that direction and so do all efforts to 
clarify its meanings. It is the wish 
of the writer that these comments, too, 
may be considered as representing a 
contribution toward more effective im- 
plementation of this Statement. 
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THE FUTURE OF AUDITING 


The fields entered by accountants in practice are ever in- 
creasing, but auditing still remains by far the largest of them. 
Nor is there any reason to suppose that the preponderance of 
auditing in the work of a practice office is likely to be much 
diminished in the foreseeable future. At least for many years 
to come, audits will continue to be the basis on which most prac- 
tices are founded, providing the bread and butter and here and 
there a sweetening of jam. The manner in which those of us 
in practice approach and carry out our audit engagements will 
remain of prime importance in contributing to the esteem—or 
lack of it—in which our profession is held by those whom it 
seeks to serve. 

In recent years there has been a growing recognition of the 
fact that the overriding purpose of an audit is the expression by 
the auditor of an independent opinion as to the truth and fair- 
ness of accounts examined by him, and not the detection of de- 
falcations and errors. This has required a change of emphasis 
in audit procedures. The verification of large numbers of de- 
tailed transactions and balances should give way to a review 
and assessment of the system of internal control undertaken with 
the object of determining the extent to which the auditor can 
rely on it in framing his audit procedures. 


D. D. Rae Smitu, “Auditing: the Purpose and its Attainment 
—I,” THE ACCOUNTANT (Great Britain), October 22, 1960 
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Securities Aspects of Real 
Estate Syndicates 


By Hon. Epwarp N. GADSBY 


Ir seems quite fitting to talk to an 
audience of New York lawyers about 
real estate for two reasons which oc- 
cur to me. For one, I understand that 
the island of Manhattan was the scene 
of one of the most famous of real 
estate swindles with the Indians as 
the victims. For another reason, I 
understand that the present unit value 
of the land of which the Dutchmen 
skinned the red men is the highest 
in the world. For many years, the 
fee to most of this property was closely 
held by individuals, trustees or insti- 
tutions, corporate or charitable. Until 
relatively recently, there were relatively 
few publicly held corporations whose 
principal business it was to own real 
estate. From the time when I was 
in Wall Street, which is not very re- 
cently however, I recall the Equitable 
Building Corporation, the City Invest- 
ment Company, and I might think up 
a few more, but not very many. Even 
Webb & Knapp was then, as I recall 
it, a management company not inter- 
ested primarily in owning or develop- 
ing real property. 

These observations are no longer 
completely valid. At the present time, 





HON. EDWARD N. GADSBY was the 
Chairman of the Securities and Exchange 
Commission. This paper was presented by 
him at a meeting of business and profes- 
sional leaders in New York City on Novem- 
ber 18, 1960, while still in office. 


the securities of many companies 
which do nothing but hold, develop 
or deal in real estate are listed on the 
various stock exchanges or are widely 
traded over-the-counter. There may 
be some special psychological gratifica- 
tion in being part owner of a soar- 
ing New York office building or of 
a nationally famous hotel. Further- 
more, an investment in real estate 
equities appears to be attractive to cer- 
tain types of persons, many of whom 
may not have enough capital to in- 
vest in a single building by themselves 
or may not care to put all their eggs 
in such a basket. Whatever the reason, 
in the last few years public offerings 
or participations in various real estate 
ventures have met with adequate re- 
sponse, and a new institution, the so- 
called real estate syndicate, has come 
to play a prominent role in the capital 
markets. 


A real estate syndicate is nothing 
more nor less than a group of investors 
who join together and pool their funds 
to purchase a specific piece of real 
property. It may be a large group 
drawn from the general investing pub- 
lic or a relatively small group, all of 
the members of which are known to 
each other. The choice of form for 
the syndicate involves consideration 
of a number of factors, such as con- 
tinuity of organization, transferability 
of the property, limitation of liability 
and, most important, the application 
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of the income tax laws. It is for this 
last reason that promoters have usually 
sedulously avoided the corporate form 
and have most often cast the syndi- 
cate in the form of a limited partner- 
ship. Under this arrangement, the pro- 
moters occupy the role of general part- 
ners, and members of the investing 
public are admitted as limited partners. 
The actual management of the prop- 
erty is sometimes entrusted to a lessee 
or sub-lessee on a rental basis de- 
signed to produce the cash yield which 
is advertised to the public. 


Almost any kind of property may 
be syndicated. The usual objects for 
such endeavors are apartment houses, 
office buildings, hotels and shopping 
centers. The opinion has been ad- 
vanced that most of the major build- 
ings in the nation will eventually come 
to be syndicate-owned. Moreover, as 
interest in real estate syndicates has 
spread, unimproved real estate has 
also been syndicated. A project re- 
cently coming to our attention in- 
volved desert land “improved” only by 
a spectacular growth of cactus. Ob- 
viously, in this case the object of in- 
vestors was the realization of a capital 
gain through a long term increase in 
land values rather than an immediate 
return on their investment. 


REALTY SYNDICATIONS 
REQUIRING REGISTRATION 


In any consideration of real estate 
syndication, it should be borne in 
mind that participations therein are 
“investment contracts” and thus are 
securities within the meaning of the 
Federal securities laws. While an offer- 
ing of such participations may raise 
problems under others of the securi- 
ties acts, particularly under the pro- 
visions of the Securities Exchange Act 
of 1934 relating to broker-dealers, I 
shall restrict myself primarily to a dis- 
cussion of the Securities Act of 1933. 


Stated briefly and generally, this sta- 
tute requires that securities offered or 
sold through the use of the mails or by 
means of interstate commerce must be 
registered with the Commission. Re- 
gistration is accomplished by filing 
with the Commission a registration 
statement containing certain specified 
information and various exhibits and 
other documents, including a prospec- 
tus which must be furnished to each 
purchaser of the securities. The se- 
curities may be offered after the state- 
ment is filed but sales may not be 
consummated until it has become ef- 
fective. 


Our records show graphically the 
increased interest in issues of this 
nature. In the seven years from 1952 
to and including 1958, twenty regis- 
tration statements covering real estate 
syndicate operations were filed, aggre- 
gating $83 million. In 1959 nineteen 
such statements were filed, aggregat- 
ing $32 million, and in 1960, to Sep- 
tember 30, we had 22 such filings 
totalling $38 million. Some of you 
who are here today have been active in 
these issues and to them much of 
what I am saying will, no doubt, be 
quite old hat. Unfortunately, this fa- 
miliarity apparently does not pervade 
the entire bar. Professor Berger of 
Yale did some research in the mat- 
ter and pointed out in an article in 
the Yale Law Journal last April that 
the New York County Clerk’s office 
had records of a substantial number 
of real estate partnerships which were 
not registered with us, though they 
obviously should have been. 


REGISTRATION FORM 


The Cominission has not prescribed 
a special form for use by real estate 
syndicates in registration, and Profes- 
sor Berger has suggested that this 
omission is not only a slight to the 
syndicators but imposes an undue bur- 
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den upon the syndicate promoters and 
their attorneys. The form presently 
used is our Form S-1 which is pre- 
scribed for most commercial and in- 
dustrial offerings, and I readily admit 
that its various instructions may at 
times seem irrelevant and mysterious 
when the registrant is not engaged in 
manufacturing or selling, but proposes 
to own or own and manage a hotel 
or an office building. Nevertheless, an 
adaptation of Form S-1 has been de- 
veloped which we believe comports 
with the realities of syndication, pro- 
vides full disclosure to the public and 
offers no really serious problem to the 
syndicate’s lawyers. This specialized 
format has now become familiar to 
everyone in the industry and its details 
are readily available to the uninitiated. 
I have no doubt that it would be pos- 
sible to translate the format into a 
form, and we are, in fact, giving this 
some thought. I am personally unable 
to see how this would serve any very 
useful purpose except, perhaps, to give 
a measure of satisfaction to those who 
believe that the industry requires a 
formal benediction of its idiosyncra- 
sies. We now have some 17 forms pre- 
scribed under the Securities Act of 
1933, and unless some especially co- 
gent circumstance is asserted, I would 
like to avoid encumbering the books 
with yet another series of elaborate 
and intricate instructions. Among other 
reasons which impel me to this con- 
clusion is the fact that the syndicate 
agreements are tailored to fit individual 
situations with a noteworthy ingenuity 
which is difficult adequately to describe 
within the limits of a rigorous form. 
There are further complications of un- 
known extent relating to the real 
estate trusts, which I will deal with 
later on in this discussion. 


Form §S-1 involves the preparation 
of certain financial statements which, 
in a real estate syndicate deal, presents 


some very substantial problems. Gen- 
erally speaking, these deals are on 
either a fee basis or a sale and lease- 
back basis, and our accounting require- 
ments differ somewhat accordingly. 
Since the syndicates are almost invari- 
ably new organizations which are tak- 
ing over properties with substantial 
operating histories, we require income 
statements of past operations, together 
with projections which will show how 
the syndicate operation will affect such 
earnings. You will note, however, that 
this does not represent a change in 
the dim view we notoriously take of 
estimates of future earnings. For in- 
stance, we do not generally permit a 
modification of historical results based 
on operating economies which the 
property managers expect to introduce. 
Nor has our position weakened with 
regard to the use of appraisals in bal- 
ance sheets or text either, for that 
matter. We have found occasions 
where the use of figures other than 
cost has been justified, but they have 
been very rare, indeed. 
EXEMPTION FROM REGISTRATION 

The Securities Act exempts from 
registration certain securities and cer- 
tain transactions in securities. One rele- 
vant statutory exemption encompasses 
transactions not involving any public 
offering—the so-called private offering 
exemption provided by the second 
clause of Section 4(1) of the Act. The 
determination of what constitutes a 
public offering is a question of fact 
and necessitates a consideration of a 
multitude of circumstances. While a 
limitation on the number of offerees 
may be helpful, it will not suffice to 
insure that a public offering is not in- 
volved. Consideration must also be 
given to such factors as the size, type 
and manner of the offering, the char- 
acter of the security concerned and 
especially the relationship between the 
offerees and the issuer. In the case of 
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SEC v. Ralston Purina Co., the Su- 
preme Court restricted the Section 
4(1) exemption to an offering made 
only to those people who have ready 
access to the type of information which 
they might otherwise gather from a 
registration statement. It must also 
be remembered that the exemption 
does not come into existence simply 
because the offerees are in fact fur- 
nished adequate information about 
the issuer. A contrary determination 
would, of course, give each issuer the 
choice of registering or making its 
own voluntary disclosure free from 
Commission scrutiny. 


Even where the.offering is made to 
a small and knowledgeable group, the 
exemption will not exist if the initial 
purchasers have not taken the securi- 
ties for investment but are operating 
as conduits for a distribution to the 
general public. Initial purchasers who 
thus acquire securities with a view to 
their resale fall into the category of 
statutory underwriters and any distri- 
bution by them is subject to the reg- 
istration requirements. Well aware of 
this problem, attorneys have developed 
the practice of obtaining written rep- 
resentations that purchasers have ac- 
quired securities solely for investment 
and not with a view to resale. How- 
ever, neither the Commission nor the 
courts have been impressed by the so- 
called investment letter, and a ritual- 
istic recital to this effect is not con- 
clusive nor even particularly persua- 
sive as to the availability of the ex- 
emption. The courts and the Commis- 
sion have repeatedly warned that an 
issuer distributes securities “at its 
peril.” Whatever may be the excuse, 
an issuer will be held responsible when 
it sells its stock to a person who intends 
to and does make a public distribution 
thereof. 

Another popular misconception is 
that the mere passage of time after 


receipt of securities establishes a pre- 
sumption of investment intent. Thus, 
the expiration of a year after purchase 
has been relied upon as compelling 
evidence that the original investment 
representation has been satisfied. How- 
ever, there is no statutory basis for 
concluding that a purchaser may shed 
his status as an underwriter by hold- 
ing for six months, a year, or any 
period of time whatsoever. Of course, 
the length of time elapsing between 
acquisition and resale is one of the 
evidentiary facts to be considered, and 
the longer the period of retention the 
more cogent the argument that the 
resale is not at variance with the origi- 
nal commitment. 

The parties also frequently point to 
a subsequent change of circumstance 
which is alleged to make a present in- 
tent to sell consistent with a prior in- 
tent to buy for investment. Whether 
a particular change in circumstance 
was not really within the contempla- 
tion of the purchaser must, of course, 
be determined in the light of all the 
available facts. Generally speaking, 
the Commission has tried to admin- 
ister the securities laws with under- 
standing and to keep in mind that few 
men receive the gift of prophecy and 
that an investment intent does not 
infer an intent to hold forever. On the 
other hand, it would be unrealistic for 
us not to recognize that a colorable 
change of circumstance may readily 
be adduced in almost every instance. 
Accordingly, the Commission scrutin- 
izes the context in which securities 
were issued and asks for some objec- 
tive evidence that they were not ac- 
quired simply as a “good deal” and 
as part of a portfolio of speculative 
securities subject to the normal vaga- 
ries thereof. 

There has been some effort made 
to insure compliance under Section 4 
(1) by restricting transferability for 
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a period of time. This really does not 
meet the issue. The test of the section 
is the intent of the purchaser who can 
intend to sell his participation now or 
at the expiration of a year from now, 
but in either case has taken with an 
intent to sell. 


Another exemption often used by 
syndicators is the so-called intrastate 
exemption provided by Section 3(a) 
(11) of the Act. This section exempts 
from the registration and prospectus 
requirements “any security which is a 
part of an issue offered and sold only 
to persons resident within a single 
state or territory where the issuer of 
such security is a person resident and 
doing business within, or, if a corpo- 
ration, incorporated by and doing busi- 
ness within, such state or territory.” 
At the outset, you should be warned 
that the Commission takes the posi- 
tion that the exemption requires that 
the issuer conduct its principal business 
within the state of issue. It has been 
urged that the location of the syndi- 
cate’s home office, where financial and 
business records are maintained, meets 
the “doing business” test, regardless 
of the location of the real estate. This 
is not the Commission’s point of view. 
In the case of real estate syndicates, 
we believe that the principal place of 
business is the situs of the real prop- 
erty which it manages. We recently 
had a case where a limited partnership 
had been organized under New York 
law but had its principal asset in Ari- 
zona. It proposed to offer limited part- 
nership interests in New York to New 
York residents without benefit of reg- 
istration. In defense of its reliance on 
Section 3(a)(11), the syndicate man- 
ager pointed out that all business trans- 
actions were conducted in New York, 
including receipt of rental payments 
from the Arizona real estate, which 
had been leased on a long term basis. 
However, since the syndicate’s princi- 


pal asset and source of income was 
located outside New York, the Com- 
mission held that the 3(a)(11) ex- 
emption was not available. We took 
the same view in 1957 in the case of 
a California corporation which was to 
buy a hotel in Nevada, and were up- 
held in court. 

Section 3(a)(11) requires that the 
entire issue be confined to a single state 
in which the issuer, the offerees and 
the purchasers are resident. Since the 
exemption is designed to cover only 
securities distributions which are es- 
sentially local in nature, the phrase 
“sold only to persons resident” cannot 
be interpreted as limited to the initial 
sales by the issuer if any purchasers 
fall into the category of statutory un- 
derwriters. It was very early held that 
the securities must be found only in 
the hands of residents who have pur- 
chased for investment and not with a 
view to resale to non-residents. I may 
say that we consider “residence” as 
being equivalent to “domicile,” and 
that we do not condone sales to trans- 
ients or other persons domiciled else- 
where. 

Any resales to non-residents, how- 
ever few, render the exemption of 
Section 3(a)(11) unavailable for the 
entire offering. The fact that repre- 
sentations of residence and agreements 
not to sell to non-residents have been 
carefully gathered should not be relied 
upon as establishing the availability 
of the exemption. Once more, the 
issuer distributes securities at his own 
peril, and he may well find that a 
devious minded purchaser has de- 
stroyed the issuer’s exemption and sub- 
jected him to a heavy liability by 
quickly disposing of the securities to 
non-resident investors. 

The fragility of the intra-state ex- 
emption cannot be over-emphasized. 
We may suppose that it was predi- 
cated on the image of a local enter- 
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prise selling to local people who, be- 
cause of geographical proximity, would 
be in a position to understand and 
obtain knowledge about the business. 
I am not going to discuss whether or 
not this image is now, or ever has 
been entirely realistic. What is im- 
portant for you to know is that the 
Section 3(a)(11) exemption is ex- 
tremely restricted in its scope and must 
be handled with great care. 

The limitations of the intra-state 
exemption are particularly important 
to you since the great bulk of unregis- 
tered real estate syndications have pur- 
ported to rely thereon. We have reason 
to believe, as Professor Berger pointed 
out, that in some cases, at least, this 
reliance has been hopelessly misplaced 
and that the distributions have not been 
exempt under Section 3(a)(11). We 
have not to date been inclined to de- 
ploy our limited enforcement man- 
power against the real estate syndi- 
cates, thinking it more fruitful to center 
upon the boiler-rooms and other dis- 
pensers of fraudulent securities. 


In this connection, it is relevant to 
note that most syndicates require a 
fairly heavy minimum participation 
and appeal to a fairly tax conscious, 
fairly high tax bracket and fairly so- 
phisticated group. I do not mean to 
suggest that these people are not en- 
titled to the protection of the securi- 
ties laws, but I do suggest that they 
are better able to take care of them- 
selves than is the average investor. In 
fact, this very ability of these purchas- 
ers to protect themselves could con- 
ceivably result in an appalling loss to 
an incautious promoter. I suggest, for 
example, that you pause and reflect 
upon the civil liabilities to which the 
syndicate managers expose themselves 
in dealing with substantial and sophisti- 
cated investors on the basis of any- 
thing less than a strict compliance 
with the securities laws and in par- 


ticular a strict observance of the limi- 
tations of the intra-state exemption. 
Moreover, the Commission cannot be 
expected to continue to countenance 
evasions of the statute and may be 
expected eventually to pay a great deal 
more attention to the syndicate pro- 
moter who edges across the narrow 
margin of Section 3(a)(11). 

I have assumed in this presentation 
that the amount involved in the syndi- 
cate operations is very substantial, as 
most of them are. As you know, if 
the matter involves less than $300,000, 
the exemptions authorized under Sec- 
tion 3(b) of the 1933 Act are avail- 
able, and filings may be made under 
Regulation A. This technique has 
been employed in some cases, but I 
do not believe they are very common. 

Under all of these exemptive provi- 
sions, serious problems arise when the 
transaction is being financed only in 
part by the syndicate operation. These 
integration questions take all conceiv- 
able forms, and I do not have time to 
do more than mention them. If they 
are present, they must be given very 
serious attention in order to make sure 
that they do not vitiate the protection 
otherwise afforded to the issuer under 
the law. 

Finally, I think I should remind 
you that none of the exemptive provi- 
sions of the 1933 Act protect the 
issuer or the syndicate managers from 
the liabilities inherent in the anti- 
fraud provisions of Sections 12 and 
17 of the Act. The sale by fraudulent 
devices, if interstate communication 
facilities are involved, of any security 
to anyone is unlawful, and subjects 
the seller to both civil and criminal 
liability. 

REAL ESTATE INVESTMENT TRUSTS 


I think that, as a final topic, I 
should discuss with you for a moment 
the real estate investment trusts which 
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have recently been the subject of an 
amendment to the Internal Revenue 
Code. In substance, this amendment 
provides much the same tax treat- 
ment for qualified trusts, which are 
substantially limited to investments in 
real estate and real estate mortgages, 
as is provided for “regulated invest- 
ment companies.” Thus, such real 
estate investment trusts may under cer- 
tain circumstances be allowed to dis- 
tribute earnings to their shareholders 
before taxes. Since taxation as an in- 
vestment company may not provide all 
the advantages of taxation as a partner- 
ship, the degree to which the amend- 
ment will affect the present pattern of 
syndication remains somewhat doubt- 
ful. Some of these tax problems were 
discussed in an article in the Commer- 
cial and Financial Chronicle for Octo- 
ber 6, 1960, and I am sure that the 
real estate bar generally will give them 
close study. The only point I want 
to make is that the amendment does 
not affect the Federal securities laws. 
In the first place, depending upon the 
actual or proposed nature of its port- 
folio and the nature of the securities 
it issues, a real estate investment trust 
may come within the definition of an 
investment company as set forth in 
Section 3(a) of the Investment Com- 
pany Act of 1940. However, an ex- 
ception from the requirements of the 
1940 Act is available under Section 
3(c)(6) for a company whose busi- 
ness is primarily that of “purchasing 
or otherwise acquiring mortgages or 
other liens on and interests in real 
estate” so long as it is not “engaged 
in the business of issuing face-amount 
certificates of the installment type or 
periodic payment plan certificates.” 


I will admit that this provision is 
rather obscure upon analysis, as is true 
of so many provisions of the Invest- 
ment Company Act. However, it is 
reasonably clear that the character of 


the trust’s assets would be a crucial 
factor in determining the applicability 
of the exception. Thus, in the absence 
of the issue of the special types of 
securities referred to in the statute, the 
Commission would raise no question 
under this statute where a real estate 
investment trust has invested exclu- 
sively in leases or in real estate or in 
mortgages or liens secured by real 
estate. On the other hand, a trust 
which invests in the securities issued 
by another trust (as is permitted by 
the amendment) or in any securities 
of a company engaged in the real estate 
business or in other securities might 
conceivably not qualify under the ex- 
ception. 


Among other things, the amendment 
to the Internal Revenue Code requires 
that, in order to qualify for special 
tax treatment, the trust’s securities 
must be beneficially owned by 100 or 
more persons. In view of this provi- 
sion, it appears unlikely that the scope 
of the offering could be limited in such 
a way as to make available the so- 
called private offering exemption which 
I have previously mentioned. Whether 
any of the other exemptions contained 
in the Securities Act would be avail- 
able would depend on the facts and 
circumstances in each case. How- 
ever, it should be noted that the intra- 
state exemption provided by Section 
3(a)(11) is not available to an in- 
vestment company registered or re- 
quired to be registered under the In- 
vestment Company Act, and the Com- 
mission will not be troubled in such 
cases by the problems presented in 
intra-state offerings. Where, however, 
the trust is designed so as not to re- 
quire registration under the 1940 Act, 
the problem of the intra-state exemp- 
tion will be the same problem which 
confronts the ordinary real estate syn- 
dicate. 


In concluding this discussion, I might 
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mention that we have received a num- 
ber of inquiries as to the applicability 
of the securities laws to real estate 
investment trusts. I hope that these 
inquiries will be answered by this dis- 
cussion and by a release on the sub- 
jest which the Commission is issuing 
today, and of which I have a limited 
number of copies with me. However, 


wide use, I am sure that there will be 
novel problems which we will be called 
on to answer, principally under the 
1933 Act or the 1940 Act. Our staff 
always stands ready to consult with 
you on these or any other of your 
problems. Given the cooperation be- 
tween the industry and the Commis- 
sion which we have enjoyed in the 


past, I am sure that your difficulties 


if the advantages of this form of or- 
will not become unduly vexatious. 


ganization are such as to encourage its 


INTERNAL CONTROL IN SMALL BUSINESSES 


A formal system of internal control is not something that is 
created merely for its own sake and to satisfy a pedantic whim. 
It exists to serve a practical need; to fill the gap that appears 
when the size of a business makes personal supervision ineffective 
or impracticable. When close personal supervision is no longer 
possible a system of internal control is needed to enable man- 
agement to rely on the data that is put before it. It is a sub- 
stitute for a less formal, but not always less effective, type of 
control. In a small business it may not be possible to set up an 
elaborate system of internal check on employees, but it may 
not be necessary either. Internal check is only a part of the 
wider system of internal control. Absence of internal check on 
employees need not matter if adequate control is secured through 
personal supervision by a proprietor. 

The auditor’s main problem in a small business is usually not 
so much the lack of control exercised over employees in the 
discharge of their duties, as the freedom of the proprietor to 
do what he likes with his business assets. When a business is 
large enough to permit a formal system of control, this system, 
if it is a good one, inevitably restricts the proprietor’s ability to 
deal with the assets single-handed. Where there is no control 
over the proprietor the auditor will always be faced with the 
problem of how to satisfy himself about matters dealt with by 
the proprietor, and this will normally entail a more detailed 
audit. But although he has to do a more detailed audit in order 
to cover these matters which are not subjected to control, the 
auditor should not lose sight of others which may be effectively 
controlled and should plan his work accordingly. 


D. D. Rake Situ, “Auditing: the Purpose and its Attainment 
— I,” THE ACCOUNTANT (Great Britain), October 22, 1960 
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Thoughts on the Current 
National Accounting Research 


Program 


By E. JoE DEMARis, CPA 


The establishment of a permanent research body by The Ameri- 
can Institute of Certified Public Accountants, to replace its long 
existent Committee on Accounting Research, is a major forward 
step. The inadequacy of the old committee approach is here 
analyzed but, more important, the author presents certain chal- 
lenges to the new Accounting Principles Board and, in effect, to 


the accounting profession. 


The appearance of Accounting Re- 
search Bulletin No. 51 of The Ameri- 
can Institute of Certified Public Ac- 
countants as the concluding one in a 
series begun in 1939 highlights the 
fact that, with the abolition of the 
Committee on Accounting Research, 
ends one avenue of approach to the 
development of accounting theory. 
The abandonment of the committee 
method is an admission of the inade- 
quacy of this approach. But disap- 
pointment with the committee method 
should not be interpreted as indicat- 
ing that the achievements of the Com- 
mittee on Accounting Research were 
not substantial. To know the extent 
of the Committee’s contribution, it is 
only necessary to view the Commit- 
tee’s accomplishments in their proper 
perspective. Clearly the Committee 
filled a glaring need at the time of its 
organization and subsequently made a 
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considerable contribution to the de- 
velopment of accounting theory. The 
Committee’s work represents an ex- 
cellent beginning—this is the only con- 
clusion that need be drawn. 


We must recognize that many factors 
enter into the development of ac- 
counting theory and it seems likely that 
there is no infallible approach to this 
subject. At best we may hope for a 
gradual improvement as past experi- 
ence discloses certain shortcomings in 
what we have been doing. It is the 
main thesis of this paper that one of 
the deficiencies revealed by past ex- 
perience with the development of ac- 
counting theory has been the absence 
of an openly expressed accounting 
frame of reference against which to test 
proposals ‘for changes in accounting 
theory. That some individuals have 
their own private formulation is evi- 
dent—what is needed is to achieve a 
definitive consensus on such a frame- 
work for the profession as a whole. 


Happily the Powell Committee Re- 
port provides for the derivation of 
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postulates upon which the principles of 
accounting shall rest. Certainly suc- 
cess in this achievement would pro- 
vide a bulwark against further “piece- 
meal” development of accounting 
theory. However, before becoming 
sanguine about the future, we must 
recognize that the sources of the diffi- 
culties that harassed the former Com- 
mittee in its efforts will also challenge 
the new researchers. 


REMINDERS FROM THE PAST 


It may be fruitful to consider briefly 
the past with the hope that it can 
provide some insight into what some 
of the problems of the future may be 
like and, as well, to show us where 
some of our past solutions fell short of 
what we expected, and why. 

Committee Form Inefficient. Our 
retrospective glance reveals first that 
we assigned to a practitioners’ com- 
mittee what amounts to a basic re- 
search task for which that form of 
organization was quite unsuited. The 
factors of changing personnel, a mini- 
mum of face-to-face relationships, and 
the imposition of committee assign- 
ments upon individuals already bur- 
dened with full-time responsibilities 
no doubt served to reduce the effec- 
tiveness of the highly qualified indi- 
viduals who comprised the Committee 
on Accounting Research’s personnel 
during the years of its existence. Even 
so, it is probably fair to regard the 
form of organization as a contribut- 
ing, not a major, factor among those 
preventing the accounting profession 
from achieving a level of attainment 
satisfactory to all concerned. 


Effects Of Time Pressures. Our 
backward look also reveals the mark 
of haste on some of the accounting 
bulletins. We are then reminded that 
problems develop rapidly in a dynamic 
business society and it is sobering to 
contemplate that this condition will not 


change much in the future. The adop- 
tion of a different approach to the de- 
velopment of accounting theory does 
not solve automatically the problem of 
time-duress. Indeed if time is the sina 
qua non of a good research situation, 
as we are told, our response to a cry 
of help from accounting practitioners 
may not be as prompt as under the 
committee approach. It may be of 
interest to briefly consider whether or 
not there is an answer to this potential 
dilemma. 

Unquestionably, the existence of a 
permanent research organization af- 
fords the opportunity to sharpen the 
anticipatory faculties of those con- 
cerned with accounting theory and its 
development. It should provide a more 
complete exploitation of the possi- 
bilities of the Institute’s Washington, 
D. C. office. Prospective tax changes, 
proposed defense legislation and other 
situations with a problem potential 
may be more systematically analyzed, 
and a position logically arrived at in 
terms of compatibility with the basic 
body of accounting theory. 

Piecemeal Results. One of the most 
telling and valid criticisms of the ac- 
counting bulletins was pretty well 
summed up in the words of leaders of 
the accounting profession when they 
used the word “piecemeal.” Certainly 
a review of the bulletins lends sup- 
port to the impression of a lack of 
consistency that one might expect of 
a series associated with the develop- 
ment of accounting principles. The 
bulletins at times give little impression 
of an integrated approach to the devel- 
opment of accounting theory. Rather, 
many of the bulletins seem to stand, 
each on its own merits, as an indi- 
vidual statement of a reasonable solu- 
tion to a particular problem before 
the Committee at that time. 

Tax Pressures. It is the view here 
that far too much respect has been 
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given to tax “theory” in the develop- 
ment of accounting principles, but 
whatever one’s views, it must be ad- 
mitted that this is another factor to be 
reckoned with by the Accounting 
Principles Board. Some definite and 
consistent position with respect to ac- 
counting-significant provisions spewed 
by the constantly changing body of 
tax law seems desirable, if not abso- 
lutely necessary, for the preservation 
of the integrity of accounting theory 
formulations of the future. 

It is the view here that the ultimate 
success of the work of the Accounting 
Principles Board will hinge in large 
measure on whether it can halt the 
present tendency to sanction all man- 
ner of “tax doings” as acceptable ac- 
counting practices. The Internal Rev- 
enue Code has virtually become a 
compilation of special privilege legis- 
lation’ and the public accounting pro- 
fession should be wary of adding dig- 
nity to tax provisions offensive to 
accounting sense by cloaking them 
with the veil of accepted accounting 
principles. Unquestionably, from the 
business standpoint, tax advantages are 
but one aspect of the picture of profits 
and economic staying power which 
financial statements mirror. Never- 
theless if the financial statements are 
to possess a full measure of economic 
rationality in the future perhaps ac- 
countants will find it necessary to re- 
flect “tax doings” in extensive foot- 
notes and/or other supplementary 
schedules disclosing the ramifications 
for the future of current tax policies. 


1 For an excellent resume of what years 
of pressure group activities and political ex- 
pedience have done to our Internal Rev- 
enue Law, see “Equity and the Internal 
Revenue Code,” by John Philip Goedert, 
appearing in Proceedings of the Nineteenth 
Annual Institute on Accounting, May 16 and 
17, 1957, Ohio State University Publica- 
tions. 


THE BUSINESS SECTOR AS A 
SOURCE OF ACCOUNTING THEORY 


Another impression, not as clearly 
defined as the tax problem, but evi- 
dent enough, is that too much influ- 
ence has been accorded company de- 
cisions on accounting matters and, 
conversely, not enough consideration 
has been given to the less influential 
non-business (government, academic) 
sectors of the economy. In the inter- 
est of insuring the success of the re- 
search approach, recognition must be 
given the fact that many groups may 
have a stake in proposed major 
changes in the accounting theory blue- 
print. 

It is only natural that the business 
sector should aspire to the role of 
prime mover in the matter of fashion- 
ing accounting principles and prac- 
tices. In its strategic position in the 
American economy, business naturally 
feels the first impact of change. The 
gamut of change with direct account- 
ing implications ranges from pension 
and compensation plans in great va- 
riety through new methods of financ- 
ing (long-term leases) to the chang- 
ing requirements of federal and state 
regulatory agencies. More _ subtle 
changes may result from the gradual 
weakening of stockholder position in 
our society (much discussed now, but 
not by accountants), the full impli- 
cations of which are difficult to dis- 
cern at this time. 

The business sector is therefore a 
most logical source of new thinking 
and decision making in the field of 
accounting. The danger, however, lies 
not in such innovations (which actually 
should be encouraged), but in the im- 
portance of the business sector to the 
accounting profession, which may tend 
to produce a lack of critical evalua- 
tion of proposals from this sector, as 
motivated by tax or other subjective 
considerations. The critical nature of 


THOUGHTS ON THE CURRENT NATIONAL ACCOUNTING RESEARCH PROGRAM @ 327 








the problem derives from the fact that 
accounting innovations originating in 
the business sector come in a way as 
“seconded motions,” or, worse, as ac- 
complished facts, i.e., changes that 
have already been made in account- 
ing policy and the results thereof al- 
ready reflected in the accounts and 
financial reports. Considerable pres- 
sure is thus brought to bear upon the 
accounting profession, for the business 
sector, not unnaturally, may be quite 
insistent that their innovations fall 
within the scope of “generally accepted 
accounting principles and practices.” 
Such circumstances make it under- 
standable that the Committee found it 
expedient to preserve considerable 
elasticity in what comprised the body 
of accounting principles and practices. 
It is not likely that the business 
sector will be any less aggressive in 
presenting its views on accounting 
matters in the future than it has been 
in the past, nor are accountants likely 
to listen less attentively. To offset or 
blunt the impact of the business sector, 
the Institute’s research organization 
will find it most helpful to develop 
ways and means of bringing the views 
of all sectors of the economy to focus 
at least on major issues involving ac- 
counting theory. It is also entirely 
consistent with the endeavor of ac- 
countants to represent all interests so 
that their formulation of principles will 
reflect a balanced consideration of 
the interests of all groups concerned. 


THE FACE OF THE FUTURE 
The emphasis given to a “research” 
approach to the development of ac- 
counting theory, in the form of a 
research staff and the Accounting 
Principles Board, suggests that the 
Institute will not be satisfied with less 
than a very high order of achievement 
from its new organization. Yet we 
have seen above that the conditions of 


the “piecemeal” days are still very 
much in evidence: the duress of the 
time factor, the problem of taxes, and 
the partisan pressure from business 
and other groups. If we bear in mind 
the experience of the Committee on 
Accounting Research, we may be per- 
suaded that the ultimate success of 
the new research approach will de- 
pend upon maintaining at all times the 
essential ingredients of a good research 
situation—clearly defined objectives, 
an objective atmosphere for the con- 
sideration of relevant problem factors, 
and the time to exercise a considered 
judgment (but a definitely limited time 
span nonetheless). 

It is a matter of conjecture, of 
course, but the degree of the independ- 
ence of the accounting research or- 
ganization itself may be a considerable 
factor in the success or failure of the 
new approach to the development of 
accounting theory and practice.* And 
it is sobering to consider momentarily 
the consequences of a failure of the 

2It may be important to give attention 
to the matter of the proper relationship 
between the accounting research organiza- 
tion and the other components of profes- 
sional accountancy. In the USSR, for ex- 
ample, improvement in the quality of Soviet 
accounting has been a recognized need for 
many years and there has been concern 
over an apparent lack of interest in this 
objective on the part of some ministries 
(In the USSR the ministries have had re- 
sponsibility for the accounting used in their 
respective areas). No doubt some of the 
ministries have not been enthusiastic about 
improving accounting and auditing for it 
would almost certainly result in increasing 
the chances that irregularities and ineffi- 
ciencies would be revealed. In this connec- 
tion, the following quotation may be of 
interest, “In our opinion, a special institute 
for research on accounting should be cre- 
ated in the USSR Academy of Sciences.” 
For details, see M. Dimitriev, “Some Prob- 
lems of Accounting Control in Industrial 
Enterprises,” Problems of Economics (Eng- 
lish Translation of USSR Monthly Journal 
Voprosy Ekonomiki, Vol. 1, No. 5, Septem- 
ber 1958, p. 57). 
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new approach. Groups outside the 
accounting profession might then con- 
clude that the national accounting re- 
search organization should be largely 
free of the direct influence of account- 
ing practitioners. 

The matter of clearly defined ob- 
jectives appears to be of paramount 
importance. The magnitude of the 
problems of time-duress and the main- 
tenance of objectivity will depend di- 
rectly upon the degree of success at- 
tained in the development of accept- 
able accounting postulates from agreed 
upon objectives for accounting of the 
future. This matter is of such critical 
importance that no possibility should 
be slighted in seeking its solution. 
Possibly the derivation of postulates 
may require some sort of model- 
building approach, a partial theory of 
economic development and growth 
with various elements of accounting 
significance treated as the parameters 
of the system. 

In the immediate foreground, well- 
defined guideposts appear needed as 
the Accounting Principles Board sifts 
through the publications and materials 
of the Committee on Accounting Re- 
search and passes judgment on what 
is acceptable accounting theory and 
practice. The longer view finds the 
Board with new problems, or old prob- 
lems never solved, and it would seem 
intolerable if each new problem pro- 
voked a review of all prior pronounce- 
ments on accounting theory in order 
to insure consistency with previous 
assertions. 

The development of an accounting 
“frame of reference” appears to be the 
only solution to the conflict between 
the slowness of basic research essen- 
tial to compatible and well thought 
out principles of accounting, on one 
hand, and the need, on the other hand, 
to present timely solutions to press- 
ing problems facing the profession. 


The remainder of this paper is given 
to the matter of the accounting frame 
of reference and some possible con- 
sequences of its development. 


THE ALL-IMPORTANT MATTER 
OF AN ACCOUNTING FRAME 
OF REFERENCE 


An accounting frame of reference 
must be rooted in a solid basis of 
socially acceptable economic consid- 
erations. Economic societies gener- 
ally are interested in the maximiza- 
tion of socially acceptable products in 
some desirable array with the mini- 
mum outlay of resources compatible 
with these objectives. In our American 
society the corporate form of business 
organization carries the burden of 
these goals and as stated in the Re- 
statement “The test of the corporate 
system and of the special phase of it 
represented by corporate accounting 
ultimately lies in the results which are 
produced.” * Presumably the primary 
social justification for the free enter- 
prise system is that it gets things done 
efficiently and is consistent with a con- 
siderable measure of individual free- 
dom. Since the individual compon- 
ents within the free enterprise com- 
plex do not all perform their tasks 
with the same degree of success,‘ it 
is in the social interest that those who 
commit capital be apprised of this so 
that they may support those who build 
the better “mousetraps.” Obviously, 
indices of success or failure must be 
made in an objective way by a qualified 
group if the social interest is to be 
served. One may surmise that out of 
such considerations may well be de- 
rived the First Postulate of accounting 

3 Restatement and Revision of Account- 
ing Research Bulletins, ARB No. 43, p. 7. 

4The word “efficiency” has been delib- 
erately avoided as there are many kinds of 
“efficiency” and it is beyond the scope of 
this paper to deal with the difficulties in 
measuring efficiency, however defined. 
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as the Board complies with the sugges- 
tions offered by the Special Commit- 
tee on Research Program.° 


One of the obvious and fascinating 
advantages of the new approach to the 
development of accounting theory is 
that it constitutes a “fresh start” with 
reasonable freedom to solve its prob- 
lems in accordance with its own find- 
ings. The Board may wish to consider, 
for example, the possibility that the 
calculation of accounting net income 
should be a matter of accounting 
theory first and only secondarily a 
matter of who uses the financial state- 
ments. In its considerations of what 
this theory should be, it may decide 
that the problem should be approached 
from the standpoint of social interest 
since it is apparent that accounting is 
essential to the effective functioning 
of the corporate system. In this event 
the income statement, for example, 
should necessarily incorporate all of 
the results of corporate efforts and 
accomplishments for the period indi- 
cated without diversions to surplus or 
reserves. The test of managerial de- 
cisions is not limited to transactions 
above the calculation of the net operat- 
ing profit. 

The Board will have the opportunity 
to consider whether or not it is time 
to admit that since the financial state- 
ments are a complex product of highly 
trained and competent enterprise ac- 
countants, requiring the services of 
professional accountants for an opin- 
ion as to their reliability, that they 
require interpretation by highly trained, 
skilled professionals. In other words, 
it should be acknowledged that account- 
ing statements cannot be made fully 
understandable by all classes of read- 
ers in this period of big and involved 
business. This recognition could lead 

5 See Report to Council of the Special 
Committee on Research Program, The Jour- 
nal of Accountancy, December 1958, p. 63. 


to a more comprehensive array of 
financial statements and supplementary 
schedules featuring sophisticated ad- 
justments for price-level changes, tax 
bonanzas, and other non-accounting 
but significant items from the stand- 
point of a proper appraisal of the 
enterprises’ past history and future 
prospects. 

There is another advantage of the 
research approach which is most ap- 
parent. The means now exist whereby 
the issues of many important ques- 
tions may be sharpened and so pre- 
sented that all may clearly see the 
alternatives and consequences of cer- 
tain actions, and thereby be placed in 
a position to make a more informed 
choice as to what path accounting 
should follow. The profession has re- 
cently undergone one of the “path- 
way” decisions in its extension into 
the management services area. The 
growth of the management services 
function has in fact been impressive and 
many accountants apparently feel that 
the possibilities for further development 
are most promising. The point is this— 
the dynamic American economy offers 
attractive possibilities for extensions of 
professional activity and this fact 
makes it doubly important that ac- 
countants should choose most carefully 
the prime objectives of accounting. 
Once such a choice is made, the de- 
tection of new prospective functions 
that are incompatible with stated ob- 
jectives is greatly simplified. 

The Board will also have the oppor- 
tunity (and in this writer’s opinion, the 
obligation) to consider the profes- 
sion’s responsibilities in the matter of 
the comparability of financial data, 
particularly that of public corpora- 
tions. Germane to the Board’s delib- 
erations on this question will be its 
prior conclusions as to what consti- 
tutes the profession’s social responsi- 
bilities. The Board may wish to con- 
sider the fact that the prevailing ten- 
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dency in contemporary Western so- 
cieties is in the direction of uniform 
accounting systems and other measures 
calculated to make accounting data 
more comparable. The Board will also 
have before it the record of the past 
and the fact that the profession can 
claim virtually no contribution towards 
improving comparability on the basis 
of past performance. If the Board 
decides to encourage a more positive 
contribution in the future, one target 
objective it might adopt would be the 
achievement of comparability of finan- 
cial data within industrial groups. 


A SUMMING UP 


It seems certain that contemporary 
conditions are likely to continue to 
provide problems for and pressures 
upon the accounting profession. All 
may agree that despite the urgency of 
the situation and the desperate need 
for an immediate solution, each prob- 
lem should be thoroughly researched 
and a thoughtful solution arrived at 
which is consistent with accounting 
postulates and the whole of accounting 
theory. Only through this approach 
can the accounting profession avoid 
the repetition of conditions leading to 
the “piecemeal” development of ac- 
counting theory and practice, a method 
the profession now acknowledges did 
not produce an integrated, defensible 
body of accounting theory and practice 
and thus did not prove practical in 
the long-run. 

The value of an accounting frame of 
reference as a guide for the develop- 
ment of accounting theory and prac- 
tice seems evident. All modifications 
of, additions to, or other proposals 
affecting accounting theory, whether 
developed by the accounting research 
organization or presented to it by other 
groups, could be tested against the 
frame of accounting reference to see 
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if its adoption would be harmonious 
with the objectives of accounting as 
expressed in the postulates. The bene- 
fits of such an approach should be 
immediately evident. For example, a 
more sophisticated appraisal of new 
income tax provisions could be an 
initial step in the process of removing 
one of the great barriers to achieving 
even a minimum level of comparabil- 
ity in financial statements. Further, 
the inroads of ideas, other than those 
associated with taxes conceived out- 
side the public accounting profession 
and which are sometimes automatically 
adopted as acceptable accounting prin- 
ciples, would be retarded so that those 
gaining acceptance would have at 
least passed sterner tests. 
Unquestionably the whole setting 
for the development of accounting 
theory and practice is greatly en- 
hanced under the new organization for 
the development of accounting theory. 
Improvement on past performance 
seems assured. Yet, if the profession 
does not want to settle for less than a 
very high order of achievement, care 
must be taken to preserve at all times 
the conditions of a good research situ- 
ation. Further, the development of 
postulates, carefully derived from the 
stated objectives of the accounting 
profession, seems absolutely indispens- 
able for success. It is the view here 
that time will reveal that the main 
bastion of the new accounting research 
organization will be the accounting 
frame of reference. With the guidance 
it provides, each new problem will not 
cause the field of accounting theory 
and practice to be threshed again; on 
the contrary, the existence of the frame 
of accounting reference should im- 
mediately narrow most arguments to a 
question of compatibility and there- 
fore insure a rapid resolvement of 
most problems. THE END 
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The Review of Internal Control 
of Savings Banks by Independ- 
ent Public Accountants 


By Joun S. Moore, CPA 


A\uditors and controllers give much 
time and thought to the vital concept 
of internal control in their banks. The 
following views on internal control in 
your savings bank are presented from 
the viewpoint of a non-banker, the 
outside accounting firm engaged to 
assist in the regular trustees’ examina- 
tion of your bank. 


WHAT IS INTERNAL CONTROL? 


Internal control has been defined as 
“the plan of organization and all of 
the coordinate methods and measures 
adopted within a business to safe- 
guard its assets, check the accuracy 
and reliability of its accounting data, 
promote operational efficiency, and en- 
courage adherence to prescribed mana- 
gerial policies.” 

This definition is broader than we 
sometimes think of it because it goes 
beyond accounting and financial func- 
tions. As you can see, the questions 
as to whether, say, reserve cash is 
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under dual control or whether all offi- 
cers and employees must take annual 
vacations deal only with one of the 
above mentioned four objectives—the 
safeguarding of assets. But, other ob- 
jectives are achieved by means of peri- 
odic operating reports, statistical analy- 
ses, employee training programs, and 
internal audit. In manufacturing com- 
panies, particularly, internal control 
would include standard costs, time and 
motion studies, and product quality 
controls. 

The system of internal control is 
the sum of many component parts. 
No bank has perfect internal control. 
No bank is without internal control. 
As a matter of fact, when a sole pro- 
prietor hires one employee, the enter- 
prise will have some degree of internal 
control. Most banks have some par- 
ticularly good control features; most 
banks have some weak spots. 

Evaluation of internal control is an 
appraisal of the entire plan of organi- 
zation and all coordinate procedures. 
This appraisal is expressed in terms 
that the over-all system is good, ade- 
quate, fair—almost always with some 
suggestions for improvements. 


\“Internal control,” a special report by 
the Committee on Auditing Procedure of the 
American Institute of Certified Public Ac- 
countants, 1949. 
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THE NEED FOR GOOD INTERNAL 
CONTROL 


Savings banks have grown to such 
a size, transactions are handled in such 
volume, and the organizations are so 
complex and spread out, that man- 
agement must depend upon the relia- 
bility of reports and analyses in order 
to control operations effectively. In- 
ternal control is designed, among other 
objectives, to insure the reliability of 
accounting data so that management 
can control effectively. 

Management is responsible for the 
prevention and detection of errors and 
fraud. It cannot know first-hand that 
errors and fraud do not exist but 
must rely upon a system of internal 
control to insure the likelihood that 
they will be prevented, or, if not pre- 
vented, that they will be detected. We 
might underscore these objectives of 
internal control: the prevention and 
detection of errors and fraud. 


Without good internal control in 
your banks, outside examiners assist- 
ing in the trustees’ examination would 
have to make detailed checks of many 
transactions. Because of the great 
volume of transactions made by your 
institutions, this would be a costly 
undertaking, so we make sufficient 
tests to determine the extent to which 
we can rely upon the accounting con- 
trols. The quality of internal control 
has a direct effect upon the amount 
of testing your outside accountant 
must do and, it follows, this has a 
bearing on the amount of his fee. 
When your internal control is good, 
he can be satisfied with a smaller 
volume of test checks. 


Several sections of the New York 
State Savings Bank Law have been 
wisely conceived so as to require that 
certain important controls are built 
into the plan of organization and op- 
eration of every savings bank. Con- 
trols of this sort are not all required 


in the general corporate laws govern- 
ing non-banking enterprises. 


STATUTORY REQUIREMENTS 


Section 246 of the Banking Law 
provides that “The board of trustees 
shall have the entire management and 
control of the affairs of the bank... .” 
Section 251 provides, in part, that 
“The board may . . . make by-laws, 
rules and regulations . . . for the 
election and appointment of officers 
and committees, and for their respec- 
tive powers and duties . . . and gen- 
erally for the transaction and manage- 
ment of the affairs of the savings 
bank.” Clearly, the law places on the 
board of trustees responsibility for a 
system of internal control. 

Section 235-6(e) provides that no 
investment may be made in any bond 
and mortgage except upon the written 
and signed certificate of two or more 
persons appointed by the board of 
trustees stating that the real estate 
affords adequate security for such in- 
vestment. 


Section 252 of the Banking Law 
requires that at least monthly a report 
of the purchases and sales of securi- 
ties and the acquisition of every loan 
equal to or greater than a reportable 
amount made or acquired by the bank 
shall be presented at a regular meeting 
of the board or to each member of an 
executive committee of at least five 
members of the board. These require- 
ments of the law for a periodic review 
of actions of the officers with respect 
to securities and mortgage investments 
provide an excellent form of internal 
check for the plan of organization of 
every New York State savings bank. 

In addition, internal review is re- 
quired by Section 254 which provides 
that once in each calendar year a com- 
mittee of not less than three trustees, 
none of whom shall be officers or sala- 
ried employees, shall examine the 
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bank for the purpose of determining 
its true financial condition. In the 
conduct of such examination, inquiry 
shall be made into the policies of man- 
agement for the purpose of determin- 
ing whether such policies are sound 
and consistent with the requirements 
of law and whether adequate protec- 
tion is afforded to depositors. The 
Section 254 committee examination 
includes a review of all activities of 
the bank, including actions of the 
board itself. This is part of the plan 
of organization. 


WHAT ARE SOME OF THE 
CHARACTERISTICS OF A GOOD 
SYSTEM OF INTERNAL CONTROL? 


The characteristics of a good sys- 
tem of internal control include: 


e a plan of organization 


© a system of authorization and rec- 
ord procedures 


® sound operating practices 
© adequate personnel 


These characteristics are interrelated 
and each is essential. Omission of 
any one characteristic would result in 
a poor system of internal control. For 
example, a good plan of organization 
would fail to provide control if the 
bank is staffed with personnel not 
qualified to carry out prescribed pro- 
cedures. 

The plan of organization should pro- 
vide for appropriate segregation of 
functional responsibilities. The plan 
should indicate a clear-cut definition 
of responsibilities, without overlapping 
of functions amongst officers, depart- 
ments, or individuals. 

Thus, the legislators have prescribed 
in the Banking Law important features 
of internal control for the plan of 
organization of every savings bank. It 
is expected that the boards of trus- 
tees and managements of the banks 


will provide for controls along similar 
lines in completing the plan of organi- 
zation in more detail. The by-laws 
will specify the responsibilities of the 
officers but the complete plan of or- 
ganization, some of it formalized in 
writing, but a great deal not in writing, 
will go into further detail as to the 
duties of the section heads and other 
employees of the several departments 
—all with the objectives of being defi- 
nite, orderly, and offering adequate 
checks. 

A good plan of organization will 
provide for clear separation of the 
functions of operations (not limited to 
banking floor operations), custodian- 
ship, controllership, and auditing. For 
example, a separation of operations 
from custodianship would require the 
separation of the functions of purchas- 
ing securities from receiving and cus- 
tody of them. A good plan would sep- 
arate from either of these functions the 
controllership responsibility of ac- 
counting for and reporting the transac- 
tions. Entirely separate from each of 
these functions is the protection 
against error and fraud afforded by 
the internal auditor. 

Each of these types of departments 
—operations, custodianship, control- 
lership, and auditing—should be re- 
sponsible to a higher level of manage- 
ment, never to one another. 

The same principles would apply 
within departments. For example, 
there would be separation in the mort- 
gage department of the acquisition of 
mortgage loans from the servicing of 
the loans. If the acquisition of a loan 
were to be fraudulent, the servicing of 
the loan by another section in the 
mortgage department is likely to bring 
to light the defalcation. 

The second characteristic of a good 
system of internal control would be 
a system of authorization and record 
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procedures adequate to provide reason- 
able accounting control over assets, 
liabilities, revenues, and expenses. The 
system would include records and 
forms for the control of operations 
and transactions, and for the classi- 
fication of data in a system of ac- 
counts. It is highly advantageous that 
the forms and procedures be prescribed 
formally in procedure manuals. The 
classification of data for tabulation in 
the accounting system should be con- 
trolled in a formal manner in a care- 
fully devised chart of accounts in 
which is described what shall be con- 
tained in each account. 

Third, a good system of internal 
control includes sound practices as to 
controls in the organization. This pri- 
marily requires a division of duties 
departmentally as well as individually. 
This is equally applicable to officers 
and non-officers. Briefly, no person 
should be in the position of both 
authorizing a transaction and record- 
ing it or having custody of the asset. 

Fourth, good internal control re- 
quires having adequate personnel. Em- 
ployees should be carefully selected 
initially and properly instructed in the 
procedures to be followed. The work 
should be reviewed and effectively con- 
trolled by supervisors. 


WHY DOES THE OUTSIDE ACCOUNTANT 
REVIEW INTERNAL CONTROL? 


You will recall that Section 254 
provides that the examining commit- 
tee must determine whether adequate 
protection is afforded the depositors. 
Adequate protection means more than, 
say, sound investment policy, adequate 
liquidity, or sufficient insurance cov- 
erage. It also encompasses good in- 
ternal control. 

This aspect of the Section 254 ex- 
amination is underscored each year 
by the deputy superintendent of banks 
in his letter to the examining commit- 


tees of all savings banks. He lists 
among the matters for special consid- 
eration of the committee the adequacy 
of internal control and internal audit 
program. 

In addition, we CPAs have our own 
professional law in the form of nine 
auditing standards approved by the 
general membership of the American 
Institute of Certified Public Account- 
ants. One of the standards, a standard 
of field work, requires that “There is 
to be a proper study and evaluation 
of the existing internal control as a 
basis for reliance thereon and for the 
determination of the resultant extent 
of the tests to which auditing pro- 
cedures are to be restricted.” 

Thus, our review of internal control 
is required both by Section 254 of the 
Banking Law, emphasized each year 
by the deputy superintendent of banks, 
and by one of our own professional 
standards. 


HOW DOES THE OUTSIDE ACCOUNTANT 
REVIEW INTERNAL CONTROL? 


Our audit working papers are di- 
vided into two files (1) the current 
working papers which constitute analy- 
ses, signed program sheets and other 
evidences to support the opinions we 
render in our report on examination, 
and (2) the permanent, or carry- 
forward, file. As its name implies, 
this file includes ali material of contin- 
uing interest; for example, the bank’s 
organization chart, copy of by-laws of 
the bank, our copy of your procedure 
manuals, and procedure write-ups pre- 
pared by us. 

These procedure write-ups are pre- 
pared by us for all significant phases 
of your operations which are not for- 
mally written up in a procedure man- 
ual of the bank. Some of the activities 
for which we would have procedure 
write-ups include, for example, those 
of the safe deposit department, mort- 
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gage acquisition section, mortgage ser- 
vicing section, life insurance depart- 
ment, and banking floor operations. 

In our procedure write-ups we would 
record the bank’s policies, procedures, 
forms, and personnel, together with 
our notations of particularly weak 
aspects of internal control and what 
recommendations we may have made 
to correct the weaknesses. We also 
might highlight particularly strong 
aspects of internal control. 

When our examiner audits a sector 
of your operations he knows from your 
procedure manual or our procedure 
write-ups, and from a preliminary dis- 
cussion with your supervisor, how 
your system is supposed to be operat- 
ing. By making test checks of trans- 
actions, records, and files he learns 
how the system is operating. At the 
conclusion, he is required to bring 
the procedure write-ups up to date 
and make such comments as are ap- 
propriate. 

We base our opinion as to the ade- 
quacy of the entire system of internal 
control on the review by the examiner- 
in-charge and partner or manager, of 
the procedure reviews by our assist- 
ants of all significant activities. If any 
controls are known to be weak, or if 
any areas present unusual control 
problems, further investigation will be 
made by the examiner-in-charge, man- 
ager, or partner. Where special ex- 
perience on our part is required, in 
the case of machine accounting, for 
example, we would assign a staff mem- 
ber with special qualifications. 


THE CONTROLLER’S FUNCTION 


A key figure in internal control is 
the controller of the bank. An alert 
controller with lively imagination and 
energy can do much to strengthen the 
bank and help it grow. As you know, 
his functions can be classified as be- 
tween accounting functions and the 


interpretive and control functions. I 
would stress the latter for effective 
controllership. They would include 
interpretation of financial facts, fore- 
casting future results and require- 
ments, development of standards of 
performance and procedure, checking 
adherence to established principles, 
policies, and laws, appraisal of poli- 
cies, and origination of proposals for 
betterment. 

The controller should report directly 
to the chief executive officer of the 
bank, thus insuring his independence 
of thought and action. He should 
have no operating or custodianship 
responsibilities. If he did, he could 
not very well provide effective control 
on his own actions. In my experience, 
the function of controllership is pretty 
well segregated in New York State 
savings banks, although occasionally 
one hears of a bank where one person 
has the title of vice president and con- 
troller and has both operating and con- 
trollership responsibilities. This can, 
of course, be weak. 

Several years ago, NABAC issued 
a statement of principle entitled “The 
Functions of Control in a Bank.” The 
statement refers to the officer in 
charge of the general functions of 
control as being responsible for ac- 
counting, interpretation, and internal 
auditing. By including auditing and 
controllership under one control offi- 
cer this NABAC statement probably 
reflected the most common practice in 
all banks, commercial and savings, 
throughout the country. It is the most 
common practice in non-banking en- 
terprises. 

I believe that there is a slow but 
gradual trend toward making the in- 
ternal auditor independent of the con- 
troller. 

Happily, New York State savings 
banks are well in advance of the trend. 
A great deal of credit is due to the 
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New York State Banking Department, 
which has worked steadily to improve 
the effectiveness of internal auditing 
by recommending the appointment of 
the auditor by the board and the direct 
reporting to the board by the auditor. 


THE INTERNAL AUDITOR’S FUNCTION 


A great deal depends upon the in- 
ternal auditor, the watchdog of internal 
control. He should have a natural 
liking for reviewing the work of 
others as opposed to doing original 
productive work. People who by their 
nature like to produce a product, so 
to speak, whether it be closing a mort- 
gage loan, reappraising mortgaged 
property, or preparing financial state- 
ments, may not be suitable as internal 
auditors. An internal auditor can 
never be effective unless he has a 
natural liking for review work and 
unless he is fully aware of the import- 
ance of this function. 


A good internal auditor must also 
have the personality qualities of being 
curious, objective, and persevering. 
When he comes across documents, 
transactions, or procedures that do 
not look quite right, he must have 
within himself a driving curiosity to 
find the explanation. He must have 
the courage to give his honest opinion 
—to insist on fulfilling what he con- 
siders to be his duty at the risk of 
being unpopular at times. A person 
who thrives on the goodwill and ap- 
proval of his fellow bank employees 
(and there are many people who are 
built that way) might make a poor 
auditor. 

When we review the work of an in- 
ternal auditor during several exami- 
nations we get to know his ability and 
we have varying degrees of confidence 
in the many auditors we work with. 
Where we have confidence in the in- 
ternal auditor, we can, of course, have 


that much more confidence in the 
records. 


HOW DO WE EVALUATE THE 
EFFECTIVENESS OF A BANK’S 
INTERNAL AUDIT? 


We like to find that the internal 
auditor is appointed by and responsi- 
ble to the board of trustees. We like 
to find that the board knows him and 
invites him to meet with them at ap- 
propriate times. When we can with 
propriety, we try to aid in this connec- 
tion by proposing that he be present 
with the controller when we have meet- 
ings with management and the exam- 
ining committee. We like to see him 
make good periodic reports to the 
board—such reports not merely to be 
a dull recital of counting cash, exam- 
ing withdrawal slips, etc., but a re- 
port that may simply state that the 
official (in some banks, approved) 
audit program has been carried out, 
together with an indication of his 
findings as to the number and types 
of exceptions, and what is being done 
to eliminate faults that give rise to 
exceptions. We like to observe that 
the auditor makes suggestions for im- 
provements in operating procedures 
as to efficiency or control. We like to 
see replies from management as to 
suggestions being adopted or, if not 
being adopted, reasons why manage- 
ment did not agree with the auditor. 
Too often we see routine reports from 
the internal auditor from period to 
period without a word about excep- 
tions found or suggestions for im- 
provement. 

In checking the internal audit de- 
partment, we review the audit pro- 
gram, frequency check-off list, and, 
most important, the underlying work 
papers. The internal auditor’s files 
should show positive evidence of work 
done. This would include analysis 
sheets and reconciliations dated and 
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initialled by the auditor who did the 
work. The frequency check-off list 
should be dated and initialled by the 
auditor who did the work, not merely 
ticked off by the head of the audit de- 
partment. Tapes of withdrawal slips, 
mortgage ledger cards, or depositors’ 
ledger cards should be dated, initialled, 
and filed until after the dates of the 
subsequent Banking Department and 
the trustees’ examinations. Specific 
steps in subsidiary audit program 
sheets should be signed as an evidence 
of just what the audit assistant did 
when, say, he tested withdrawal slips 
or reconciled a bank account. Our ob- 
jective is to acquire sufficient eviden- 
tial material to enable us to form an 
opinion as to whether the bank is, in 
fact, being audited effectively. 


SOME DEFICIENCIES IN 
INTERNAL AUDITS 

1. In many savings banks, the in- 
ternal auditors need all available man 
hours to complete the steps in the 
formal audit program. This means 
that the staff is constantly working 
hard to keep on schedule. The work 
is done rapidly and tends to be done 
in routine fashion. It might be better 
in some banks if the volume of tests 
were reduced on some frequently- 
scheduled audit procedures so that the 
formal program requires 90 to 95% 
of available man hours. The time 
gained could be used to maintain 
sound over-all audit coverage by hav- 
ing special audit reviews of operations 
not regularly covered in the audit pro- 
gram. For example, if the withdrawal 
slips are examined for two days se- 
lected at random in each week and if 
the exceptions have not been signifi- 
cant, the scope might be reduced to 
one day in some weeks and the time 
used for an on-the-scene observation 
of procedures in the safe deposit de- 
partment with the object of determin- 
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ing whether the bank is protected 
against fraudulent claims of losses by 
box lessees. A somewhat less con- 
centrated work load might make pos- 
sible a broader coverage of the bank’s 
operations. 


2. I recall one bank where the so- 
called surprise cash counts were al- 
ways made between the first business 
day of the month and the date of the 
meeting of the board of trustees dur- 
ing the third week of the month. This 
scheduling enabled the auditing com- 
mittee of the board to report a recent 
cash count at each monthly meeting of 
the board. Recently, I noticed that 
one auditor usually made a “surprise” 
cash count on the last Wednesday or 
Thursday of each month. A dishonest 
teller could take advantage of regular 
audit patterns. The auditor should 
make his tests with unpredictable and 
unorthodox timing from the viewpoint 
of operating employees. If Monday 
morning is an inconvenient time to 
count cash because the bank opens 
one-half hour early on Mondays, it 
might be a good time for an occasional 
surprise cash count. 


3. Sometimes we see a lack of bal- 
ance in budgeting audit time. Perhaps 
an auditor spends proportionately too 
much time checking floor operations 
at the main office as compared with 
the branches. The proper proportion 
for budgeting audit time might be the 
ratio among the offices of the num- 
ber of accounts or the number of 
transactions with due allowance for 
past experience as to exceptions or 
losses and for quality of floor super- 
vision. 

We might find that the auditor ex- 
amines documents for all new con- 
ventional mortgage loans and for no 
out-of-state insured or partially guar- 
anteed loans. Audit attention should 
be budgeted with consideration of 
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the dollar amount of loss potential and 
the likelihood of loss. 

4. Sometimes we find that the in- 
ternal auditor, being a highly respected 
and experienced employee having no 
access to cash, might be given custody 
of inactive depositors’ ledger cards, 
might validate signature cards, might 
have responsibility for making all cor- 
rections at the tellers’ window ma- 
chines, or might maintain the depos- 
itors’ ledger daily controls. Any of 
these activities, coupled with the ac- 
cess the auditor has to all bank rec- 
ords, might make the internal auditor, 
himself, the most dangerous employee 
in the bank with respect to ability to 
perpetrate fraud. The internal auditor 
should have no operating functions 
whatever. The test is—the audit staff 
should be able to leave the bank for 
a couple of weeks without hampering 
bank operations. 

5. Sometimes an auditor will pre- 
audit; that is, approve a transaction 
before its execution. For example, 
perhaps no bills are to be paid unless 
first approved by him. If this is so, 
the chances are he will not examine 
bills after they are paid; and he would 
not catch an improper change in the 
payee’s name, account charge, or 
amount. Auditing should be done 
after the fact, not before. 

6. You might not agree with me, 
but I believe that a member of the 
auditing department who spends full 
time reconciling bank accounts should 
be classified as operating personnel, 


not auditing. The activity is too regu- 
lar, too routine, and is 100% cover- 
age. It would be better to have this 
work done in the controller’s depart- 
ment and have the auditor do it oc- 
casionally but thoroughly on a sur- 
prise basis. If the auditor examines 
every check, why doesn’t he examine 
every withdrawal slip? 

The savings banker sometimes says 
to the outside accountant, “Your ideas 
on internal control are too rich for 
us. We can’t afford it.” We believe 
that a bank cannot afford not to have 
good internal control. Many times ad- 
ditional employees are not needed— 
simply reassignment of work. A large 
audit staff is not needed—simply a 
well-conceived program of testing with 
broad coverage and the element of 
surprise. 

On the whole, internal control in 
New York State savings banks is good. 
With strong persuasion by the Bank- 
ing Department, the internal auditors 
of all savings banks with which I am 
familiar are appointed by the board 
of trustees and, in practice as well as 
in form, have direct communication 
with the board of trustees. In this 
respect, the savings banks industry is 
more progressive than non banking 
enterprises where the internal auditor, 
more often than not, reports to the 
chief financial officer. Where savings 
banks have suffered significant losses 
from defalcations, a contributing fac- 
tor has been weak internal control. 

THE END 
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New York State Tax Forum 


Conducted by PETER ELDER, CPA 


FOREIGN CORPORATIONS— 
LICENSE FEE 


Corporations organized under the 
laws of the State of New York are sub- 
ject to an initial tax imposed by Section 
180 of the Tax Law. This tax is meas- 
ured by the initial authorized shares 
of the domestic corporation and by any 
subsequent increases in the authorized 
shares. 

In order to prevent a foreign cor- 
poration, which is doing business in the 
State of New York, from enjoying a 
tax advantage over the domestic cor- 
poration merely because of having in- 
corporated in a state other than New 
York, the tax law contains a provision 
aimed at placing the domestic and for- 
eign corporation on an equal footing. 
Section 181 imposes a license fee on 
foreign corporations doing business 
within the State of New York. How- 
ever, the tax is computed on the 
amount of capital stock employed 
within the state and not on authorized 
shares as in the case of a domestic cor- 
poration. Although a foreign corpo- 
ration doing business within the State 
of New York is required to obtain a 
certificate of authority from the Sec- 
retary of State, the failure to do so does 
not relieve the corporation from lia- 
bility for the license fee. 

Form 240 CT, Report of License 
Fee, is required to be filed by foreign 





PETER ELDER, CPA, is chairman of our 
Society’s Committee on New York State 
Taxation. Mr. Elder is 2 member of the 
firm of Peat, Marwick, Mitchell & Co. 


corporations employing capital within 
the State of New York. The measure 
of the amount of capital employed 
within the state shall be such portion 
of the issued capital stock as the gross 
assets, exclusive of obligations issued 
by the United States and cash, em- 
ployed within the state, bear to gross 
assets, exclusive of obligations issued 
by the United States and cash, wher- 
ever employed by the corporation. 
However, the amount of capital stock 
employed in the state by a corporation 
subject to tax under Article 9-A is the 
proportion of its capital stock which 
is equal to the proportion of its busi- 
ness, investment and subsidiary capital 
allocable within the state. In this con- 
nection it should be noted that the 
proportion of subsidiary and invest- 
ment capital allocable within the state 
shall be determined without regard to 
any minimum as set forth in Article 
9-A. Thus, while there is a 15% floor 
in connection with the allocation of 
subsidiary and investment capital when 
filing Form 3CT, no such minimums 
apply under Section 181. The actual 
percentages are used when completing 
Form 240 CT, which means that if the 
business capital allocation is 60%, and 
the subsidiary and investment capital 
allocations are zero, the license fee 
allocation percentage would be 20%. 

It should be noted that while the 
license fee is an initial tax, additional 
tax is due if the capital share structure 
is changed or if the capital stock em- 
ployed in New York is increased. 
Form 240 CT must again be filed, per- 
haps annually in a growth situation, 
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indicating such change or increase. 
The fee is recomputed on the basis of 
the change or increase, and there is 
credited against the fee, as recomputed, 
the amount of any fee that may have 
been previously paid. However, if the 
fee as recomputed is less than that pre- 
viously paid, no refund will be made. 

In view of the fact that foreign 
corporations might be liable for an ad- 
ditional licensee fee, a periodic review 
of such situations should be part of 
every tax practitioner’s procedure an- 
nually. 


BUSINESS CORPORATIONS— 
ALLOCATION 


Reg. Art. 411 states that if a tax- 
payer did not have a regular place of 
business outside New York during the 
period covered by the franchise tax 
report, its business allocation percent- 
age is 100%, which means the tax- 
payer may not allocate any of its busi- 
ness income or capital outside New 
York. A regular place of business is 
defined as any bona fide office, (other 
than a statutory office) a factory, 
warehouse, or other space which is 
regularly used by the taxpayer in car- 
rying on its business. 

The above definition does not define 
“other space.” In a recent case a tax- 
payer attempted to come within this 
term in order to allocate part of its 
income outside New York. The facts 
of the case indicate that the only op- 
erating assets of petitioner, a New 
York corporation, consisted of textile 
machinery, acquired for resale, and 
located in South Carolina. Until sold, 
the machinery was leased to a South 
Carolina mill which, in addition to pay- 
ment of rental, stored and cared for 
that part of the machinery not used 
by it. 

The petitioner contended that the 
rental obtained was only incidental to 
the storage arrangement which was a 


part of the means of selling the ma- 
chinery, such being its principal pur- 
pose and activity. Further, that its 
lessee’s factory was “other space regu- 
larly used by the taxpayer in carrying 
on its business.” The Tax Commission 
had determined that the taxpayer had 
no regular place of business outside of 
New York. 

The Court, in finding for the Tax 
Commission, looked to the lease and 
stated that “there may be found little 
or no support for the petitioner’s argu- 
ment in the lease.” The case indicates 
that there is no reference in the lease 
whatsoever, unless inferentially, to the 
supposed storage arrangement and no 
indication that the lessee takes any 
part of the property for any purpose 
other than actual use. The lessor was 
at all times to have access for the pur- 
pose of inspecting and examining the 
machinery and to determine its con- 
dition. Thus, it appears that since the 
terms of the lease indicated a rental 
arrangement, rather than one for stor- 
age, the taxpayer did not have a regu- 
lar place of business outside New 
York, hence, its business allocation 
percentage was 100%. 


PERSONAL INCOME TAX 


Residents—Credit for Income Taxes 
Paid to Other States. If a resident 
derives income from another state and 
that state imposes a tax on such in- 
come, Section 620 of the New York 
Tax Law provides that the resident 
shall be allowed a credit against the 
tax otherwise due under Article 22 
for tax paid to the other state. The 
granting of such credit is an effort to 
prevent double taxation of residents 
who have income which is taxable by 
other states. 

However, there are two limitations 
in connection with obtaining the credit. 
First, the credit may not exceed the 
percentage of the tax otherwise due 
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New York State, determined by divid- 
ing the amount of income subject to 
tax by the other state by the total 
amount of income subject to tax in 
New York. This limitation may be 
illustrated as follows: Assume New 
York taxpayer’s total income is $40,- 
000 and the New York tax thereon is 
$2,000; income earned in the other 
state is $10,000 and tax imposed on 
such income by that state is $300. The 
maximum credit is $500, as the per- 
ceniage of $10,000/40,000 equals 
25%, which when applied against the 
New York tax of $2,000 would be 
$500. Since the actual tax imposed 
by the other state is less than the maxi- 
mum credit of $500, the smaller 
amount is the allowable credit, $300. 
Likewise, if the tax paid to the other 
state had been $600, the maximum 
credit allowable would be $500. 


The second limitation is that the 
credit may not reduce the New York 
tax to an amount less than what would 
have been due if the income subject to 
tax by the other state was excluded 
from the taxpayer’s New York income. 

In addition to the limitations on the 
credit, there are conditions where no 
credit will be allowed. Where another 
state allows New York residents a 
credit against its tax imposed under 
Article 22, no credit will be allowed if 
such other credit is substantially simi- 
lar to the credit granted under Section 
640 (explained below). However, the 
taxpayer is not given an election. If 
the other state grants a substantially 
similar credit, the taxpayer cannot elect 
not to pay full tax to the other state if 
by doing so he will receive a larger 
credit against his New York tax. 

For purposes of computing the 
credit, Section 620 defines New York 
income to mean the New York ad- 
justed gross income of an individual or 
the amount of the income of an estate 
or trust, determined as if the estate or 
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trust were an individual computing his 
New York adjusted gross income under 
Section 612 of the New York Tax 
Law. 

For taxpayers claiming credit for 
taxes paid to other states, Form IT- 
112R must be filed with the New York 
tax return, as well as a copy of the re- 
turn filed with such other state in which 
the tax forming the basis for the claim 
is computed. Reg. Art. 215, issued 
under Article 16, requires that the tax- 
payer immediately notify the Tax Com- 
mission in case any tax payment that 
has been credited is refunded in whole 
or in part. 

Nonresidents — Credit for Income 
Taxes Paid to Home State. As in the 
case of residents, some equity is also 
extended to nonresidents in an effort 
to avoid double taxation. Thus, Sec- 
tion 640 provides that a nonresident 
shall be allowed a credit against the 
tax due under Article 22 for income 
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tax imposed by his home state (of 
which he is a resident). However, 
there are limitations and a condition 
which restrict the credit. 

First, the credit may not exceed the 
percentage of home state tax deter- 
mined by dividing the portion of the 
New York income which is subject 
to tax by the home state, by the total 
amount of income subject to tax by the 
home state. For example, assume in- 
come from New York sources subject 
to tax in the home state is $10,000; 
that total income subject to tax in the 
home state is $50,000 and the tax 
thereon is $5,000. The percentage of 
$10,000/50,000 is 20% which means 
that the credit for New York purposes 
may not exceed $1,000. 

If the first limitation is not appli- 
cable the second limitation must be 
considered. Here, the credit may not 
exceed the percentage of tax due under 
Article 22, as determined by dividing 
the portion of the taxpayer’s New York 
income which is also subject to tax in 
the home state by the total amount 
of the taxpayer’s New York income. 
For example, assume the tax due un- 
der Article 22 is $500; that income 
subject to New York tax, as well as 
to tax by the home state is $10,000; 
and that the total amount of the tax- 
payer’s New York income is $10,000. 
Since the percentage of $10,000/10,- 
000 is 100%, there would be no limi- 
tation on the credit. 

Notwithstanding the idealistic intent 
expressed in the statute, in order to 
obtain the credit the nonresident must 
show that the element of reciprocity 
exists between New York and his home 
state. Assuming reciprocity does exist, 
then credit shall be allowed under Ar- 
ticle 22 if the home state: 

1. Grants a_ substantially similar 
credit to residents of New York, 
or 

2. Imposes an income tax on its 
own residents with respect to in- 
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come derived from New York, 

and exempts from income tax the 
income of residents of New York. 

The states whose residents are pres- 
ently entitled to a nonresident credit 
under Section 640 of the Tax Law are: 
Arizona, California, Delaware, District 


as a copy of the return filed with such 
other state in which the tax forming 
the basis for the claim is computed. 
Reg. Art. 484, issued under Article 
16, requires that the taxpayer immedi- 
ately notify the Tax Commission in 
case any tax payment previously cred- 





of Columbia, Iowa, Kentucky, Mary- ited is refunded in whole or in part.A 


land, Minnesota, Montana, New Mexi- 
co, North Carolina, South Carolina, 
Vermont, Virginia and Wisconsin. 

For purposes of computing the 
credit, Section 640 defines New York 
income to mean the New York ad- 
justed gross income of an individual 
or the income derived from New York 
sources by an estate or trust, deter- 
mined in accordance with the appli- 
cable rules of Section 632 as in the 
case of a nonresident individual. 

If credit is claimed for taxes paid to 
other states, Form IT-112 must be 
filed with the New York return, as well 
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WHAT’S THE MATTER WITH WORK? 


We have given so much thought to the design of programs 
of study that we have neglected programs of work. All work and 
no study leads to underdeveloped managers, but all study and no 
productive work will not produce mature managers either. We 
need to come up with a better “product-mix.” Don’t we believe 
with John Dewey that we “learn to do by doing?” What did our 
friend Carmichael mean? Don’t we gather that he thought it would 
be a red-letter day when he could begin to do productive work and 
not just keep on “going to school?” 

Bankers, including some of my own colleagues, have reminded 
me that able young college men are attracted to those banks which 
have “the best” training program, and banks, therefore, must com- 
pete on the basis of training programs. One of our officers, after 
interviewing a series of applicants, said, “These fellows don’t want 
jobs—they want fellowships.” This is a bit of a twist on a quip 
appearing recently in a national magazine: “There are enough jobs 
for all college graduates; there just aren’t enough positions.” 

I don’t believe it is true that young men don’t want to work, 
that they don’t want to “go to work” on a real job. The difficulty 
is that many of us have given them ideas which they have taken 
seriously, one of which is that the sure way to success is through 
training or “management development” programs. 


ROBERT N. HILKERT, “Managerial Growth,” 
TRUSTS AND EsTATES, October 1960 
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Accounting and the SEC 


Conducted by Louis H. RAPPAPORT, CPA 


EXTRACTS FROM ANNUAL REPORT OF SEC 


The annual report of the SEC for 
its fiscal year ended June 30, 1960 
discusses the Commission’s activities 
in that year and contains a number of 
items of interest to CPAs. 


AMBROSIA MINERALS, INC. CASE 
The registrant in this case was a 
company whose securities were listed 
for trading and registered on the San 
Francisco Mining Exchange. The ex- 
change is a national securities ex- 
change and the company was therefore 
subject to the Securities Exchange Act 
of 1934. The Commission said that 
the registrant’s income statement filed 
as a part of its annual report for the 
fiscal year ending June 30, 1957, in- 
cluded as income profits resulting from 
the sale of certain properties to in- 
siders. The Commission found that 
under the circumstances the profits 
realized constituted a capital contri- 
bution rather than income. The in- 
come statement also failed to include 
the registrant’s cost of rendering cer- 
tain services to another company as a 





LOUIS H. RAPPAPORT, CPA, a partner 
in the firm of Lybrand, Ross Bros. & Mont- 
gomery, CPAs, is the author of SEC AC- 
COUNTING PRACTICE AND PROCED- 
URE. 
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deduction against the amount pur- 
ported to have been paid for such serv- 
ices. After taking the above items into 
consideration the SEC said “the in- 
come statement would show a _ sub- 
stantial deficit instead of a small earned 
surplus as reported by the registrant.” 


During the fiscal year to which the 
financial statements relate the regis- 
trant paid dividends without disclosing 
that such dividends were in the nature 
of liquidating dividends payable out 
of paid-in capital, since the registrant 
had no earned surplus from which 
such dividends could be paid. The 
Commission found that the financial 
statements were false and misleading in 
that the overstated income and earned 
surplus had misrepresented the finan- 
cial condition and operating results 
of the company. 


The Commission also found that 
the financial statements were not certi- 
fied by independent accountants as 
required by its rules since the account- 
ant had a managerial interest in the 
registrant. 


Under all of the circumstances, the 
Commission concluded that the protec- 
tion of investors required that the 
registration of the registrant’s common 
stock on the exchange be withdrawn 
and issued an order to that effect. 
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COMMISSION’S RELIANCE ON 
ACCOUNTANTS 


The statutes administered by the 
Commission give it broad rule-making 
power with respect to the preparation 
and presentation of financial state- 
ments. Accordingly, the Commission 
has prescribed uniform systems of ac- 
counts for companies subject to the 
Holding Company Act; has adopted 
rules under the Securities Exchange 
Act governing accounting and auditing 
of securities brokers and dealers; and 
has promulgated rules contained in a 
single, comprehensive regulation, iden- 
tified as Regulation S-X, which govern 
the form and content of financial 
statements filed in compliance with the 
several Acts. This regulation is im- 
plemented by the Commission’s Ac- 
counting Series Releases, of which 86 
have so far been issued. These re- 
leases were designed as a program for 
making public, from time to time, 
opinions on accounting principles for 
the purpose of contributing to the de- 
velopment of uniform standards and 
practice on major accounting ques- 
tions. The rules and regulations thus 
established, except for the uniform 
systems of accounts which are regu- 
latory reports, prescribe accounting 
principles to be followed only in cer- 
tain basic respects. In the large area 
of financial reporting not covered by 
such rules, the Commission’s principal 
reliance for the protection of investors 
is on the certifying accountants’ deter- 
mination and application of account- 
ing principles and auditing standards 
which are recognized as sound and 
which have attained general accept- 
ance. 

This procedure places great reliance 
and responsibility on the accounting 
profession. The Commission, there- 
fore, is ever vigilant in its efforts to 
assure itself that the audits which it 
requires are performed by accountants 


who are not connected with the regis- 
trant or its management and that ap- 
propriate auditing and accounting 
practices and standards have been fol- 
lowed. This endeavor often involves 
delicate decisions between the public 
interest and the interests of the ac- 
countants, particularly with respect to 
companies which have not previously 
had a public interest and consequently 
less need for a clear-cut status of in- 
dependence of their accountants. “It 
is common in such circumstances” the 
SEC said, “for accountants to have 
various relationships with the com- 
pany or its management, such as being 
an Officer, director, voting trustee, pro- 
moter, or stockholder, which are in- 
compatible with their status as inde- 
pendent accountants and which are 
prohibited by our rules.” 


ACCOUNTING FOR DEFERRED TAXES 


During the year the SEC concluded 
its consideration of the matter of ac- 
counting for deferred taxes, on which 
there had been a difference of opinion 
among certifying accountants at the 
time the matter was taken under ad- 
visement. A statement of administra- 
tive policy regarding balance sheet 
treatment of the credit equivalent to 
reduction of income taxes was issued. 
This statement said in part “any fi- 
nancial statement filed wtih this Com- 
mission which designates as earned 
surplus (or its equivalent) or in any 
manner as a part of equity capital 
(even though accompanied by words 
of limitation such as ‘restricted’ or 
‘appropriated’) the accumulated credit 
arising from accounting for reductions 
in income taxes resulting from deduct- 
ing costs for income tax purposes at 
a more rapid rate than for financial 
statement purposes will be presumed 
by the Commission to be misleading 
or inaccurate despite disclosure con- 
tained in the certificate of the account- 
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ant or in footnotes to the statements, 
provided the amounts involved are 
material.” 


Questions were raised by various 
parties as to whether the SEC has au- 
thority to issue such a statement of 
policy or to establish a uniform meth- 
od of accounting under the 1933 Act 
or the 1934 Act and whether the Com- 
mission has authority to reconstitute 
accounting practices of electric utili- 
ties which have been prescribed by 
other agencies having jurisdiction. In 
reply to these questions the Commis- 
sion made the following statement: 


“Under various statutes adminis- 
tered by it, the Commission has the 
authority and the corresponding re- 
sponsibility to require that the financial 
statements filed with it be prepared in 
a manner which provides adequate and 
fair disclosure. This statement of pol- 
icy is designed to advise all interested 
persons of the Commission’s views as 
to the presentation in financial state- 
ments filed with the Commission of 
the credit arising when deferred tax 
accounting is employed. It pertains to 
the propriety of designating as earned 
surplus (or its equivalent) or in any 
manner as a part of equity capital, in 
financial statements filed with this 
Commission, the accumulated credit 
arising from accounting for reductions 
in income taxes for various items, in- 
cluding those under Section 167 (lib- 
eralized depreciation) and Section 168 
(accelerated amortization of emergen- 
cy facilities) of the Internal Revenue 
Code of 1954. It is not intended to 
direct or establish any system of ac- 
counts or to specify the manner in 
which a particular item shall be re- 
corded on the books of the reporting 
companies, nor is it intended in any 
way to affect the requirements of any 
other governmental agency, federal or 
state, with respect to the manner in 


which such books of account shall be 
kept.” 

A number of persons requested clar- 
ification of the SEC’s position with 
respect to whether provisions for de- 
ferred taxes should be made under a 
variety of circumstances. The Com- 
mission therefore indicated that in its 
view recognition of tax deferment 
should be made, if material in amount, 
in all cases in which there is a tax 
reduction resulting from deducting 
costs for tax purposes at faster rates 
than for financial statement purposes 
in order to give adequate and fair dis- 
closure in financial statements. 

The American Institute of Certified 
Public Accountants questioned whether 
the statement of policy had not cov- 
ered the matter too broadly, indicating 
that there are some situations, notably 
intangible drilling costs, on which 
quite a few members of the Commit- 
tee on Accounting Procedure of the 
AICPA did not think it had yet spoken 
although there were those who inter- 
pret this statement on the principles 
involved as being all inclusive. 

The Commission stated that it has 
the responsibility to require that fi- 
nancial statements filed with it be pre- 
pared in a manner which provides ade- 
guate and fair disclosure of all matters 
as to which an average prudent in- 
vestor ought reasonably to be informed 
before buying or selling the security 
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registered. It has, however, insofar 
as possible, confined its rules and regu- 
lations to the form and content of fi- 
nancial statements and left to the pro- 
fession the development of accounting 
principles and practices. 

The Commission therefore author- 
ized its Chief Accountant to address 
a letter to the Director of Research of 
the AICPA to advise him that the 
Commission did not intend to make 
mandatory any view in the disputed 
areas of deferred tax accounting other 
than in respect of the treatment of the 
accumulated credit where deferred tax 
accounting is employed. 


ACCOUNTING SERIES RELEASES 


During the year the SEC issued two 
other Accounting Series Releases, one 
of which amended the minimum audit 
requirements prescribed in Form X- 
17A-5 under the 1934 Act to eliminate 
grounds for an interpretation that du- 
plicate written confirmation was re- 
quired of certain customers’ accounts, 
and the other revised those parts of 
the Uniform System of Accounts for 
Public Utility Holding Companies 
under the Holding Company Act gov- 
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erning the preservation and destruction 
of books of account and other records 
of registered holding companies. 


INITIAL FILINGS UNDER SECURITIES ACT 


Other problems arise in connection 
with initial filings by new corporate 
entities and by corporations whose se- 
curities had been closely held or traded 
over-the-counter. 

Some of the problems frequently 
causing difficulty arise because audits 
made in prior years did not measure up 
to generally accepted standards, par- 
ticularly in that they often omitted ac- 
cepted audit procedures with respect 
to inventories and receivables. If the 
auditor finds himself faced with such 
a situation, the SEC said that he must 
satisfy himself as to inventories for 
prior years by appropriate methods. 
In some instances, this is very difficult 
and may preclude certification because 
the client may not have taken an in- 
ventory at any prior year end or be- 
cause inventory records for such years 
are incomplete or because such records 
may have been destroyed. 

Other difficulties often arise in con- 
nection with the initial filings of such 
companies because accountants and 
other advisers serving them have not 
had any prior dealing with the Com- 
mission. In some cases these persons 
have not familiarized themselves with 
the rules and regulations of the Com- 
mission—particularly the instructions 
as to financial statements required by 
the forms, the rules relating to inde- 
pendence of the certifying accountant, 
and those relating to the form and con- 
tent of financial statements set forth in 
Regulation S-X. THE END 
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EXTERIOR of The Norlee Company. 





THIS NATIONAL SYSTEM 
pays for itself every two years. 








N. L. PIRKEY, OWNER 
of The Norlee Company. 


“Our C@alional Accounting System 
returns 00% annually 


on our investment!’ —tme Norlee Company 
Rocky Mount, N. C. 


*‘Our National Accounting System is the most profitable equipment invest- 
ment made by our firm in twenty-five years’ existence. First of all, in the 
sixteen months since installation we have had no need to call for any me- 
chanical service. Here are a few other reasons why our National System is 
a ‘must’ for our business. 

‘*With our National Accounting System, we prepare the customer's state- 
ment and the ledger. We also create the sales journal, distribute sales by 
salesman and income accounts with one handling of the invoice. Preparing 
these four records simultaneously and proving them mechanically, saves 
time and eliminates errors. Our cash receipts, purchases and disbursements 
are handled in a similar manner. In addi- 
tion, our National System provides a P & 


L statement at any time we want it. Pe se 
*‘Our National Accounting System pays “Ae ¢ 

for itself every two years, returning 50% 

annually on our investment."' Owner, The Norlee Company 


THE NATIONAL CASH REGISTER COMPANY, dayton 9, Ohio 


1039 OFFICES IN 121 COUNTRIES 
77 YEARS OF HELPING BUSINESS SAVE MONEY 


Your business, too, can benefit from 
the many time- and money-saving fea- 
tures of a National System. Nationals 
pay for themselves quickly through 
savings, then continue to return a 
regular yearly profit. National's 
world-wide service organization will 
protect this profit. Ask us about the 
National Maintenance Plan. (See the 
yellow pages of your phone 

book.) 2-y 


‘TRADE MARK REG. U. S. PAT. OFF 


Saltional* 
ACCOUNTING MACHINES 
ADDING MACHINES + CASH REGISTERS 


ELECTRONIC DATA PROCESSING 
wen parte (No Carson Requito) 
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Administration of 


A CPA Practice 


Conducted by HERBERT G. WHITING, CPA 


MERGER OF PRACTICES 


One of the areas covered in the 
American Institute’s course on Build- 
ing an Accounting Practice is the mer- 
ger of small practices. The leading 
questions under which the subject is 
discussed are: “Under what circum- 
stances should mergers of small prac- 
tices be considered in planning for 
growth? What problems are encoun- 
tered?” 

The following outline has been taken 
from a discussion leader’s notes on a 
course conducted in 1960. 

The group discussed: 


What factors would make merging 
desirable? 

Pooling of different talents and 
ideas. 

Better distribution of types of cli- 
ents. Sometimes a small firm gets 
in a rut because of industry concen- 
tration or marginal clients. 

Gaining independence from spe- 
cific clients, e.g., the more clients 
served, the smaller the portion of 
the practice dependent on one cli- 
ent. 

Savings from the mergers: Less 
overhead, less overstaffing (e.g., 
when two individual practitioners, 





HERBERT G. WHITING, CPA (N. Y., 
N. J., Mo.), is Chairman of the Committee 
on Administration of Accountant’s Practice 
of The New York State Society of Certified 
Public Accountants. He is a partner in the 
firm of Bacon, Taylor & Beairsto, CPAs. 


each with two staff men, merge, they 
may very well get along with three 
staff men. This would enable them 
to pay higher salaries. ) 

Someone to take over in emer- 
gencies. 

Somebody to discuss accounting 
problems with. 

Advantage of size: Prestige in 
community, better position to com- 
pete for larger clients. 

The perpetuity a merger gives to 
a firm benefits the client as well as 
the practitioners, and is desired by 
credit grantors. 

The practitioners get a chance for 
a decent vacation. 


Problems connected with a merger. 


Probiems of standardizing prac- 
tice may test the patience of the par- 
ties. Each practitioner is used to hav- 
ing things done his own way. Such 
matters as stationery, reports, work- 
paper, staff utilization, division of 
office duties, and many others have 
to be worked out. 

Basic differences in philosophy. 
Where do the practitioners want the 
practice to go? What type of prac- 
tice will it be? What type service do 
they want to give? 

What will the name of the merged 
firm be? 

The practitioners may have been 
using quite different fee structures, 
which will present a serious problem 
in reconciliation and in the estab- 
lishment of future fee policies. 
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Many of these problems should be 
anticipated and covered in the partner- 
ship agreement. 


What factors to look for when consid- 
ering a merger. 


The main one is: Do you have the 
same fundamental philosophy about 
the practice? Differences in methods 
can be worked out but the practi- 
tioners should have the same basic 
philosophy about the firm. 


When is a man in a position that he 
needs to merge? 


There are people who don’t want 
to grow, who want to practice alone. 

If you want to grow, or if you 
have a client who is growing faster 
than you, it might be advantageous 
to merge. 

Where to look. You might start 
by setting up a cooperative arrange- 
ment for a while, a test period. At 
first you would just help each other 
out with individual problems, then 
there would come a financial tie-in, 
then centralizing the work of both 
offices. This could be done with a 
practitioner in the same town or in 
a nearby town or one with whom an 
office is shared. 


These notes are extremely stimulat- 
ing and indicate the type of discussion 
brought out in the AICPA course. 
Those interested in the subject would 
do well to attend the course when it is 
next offered in our area. 


COLLEGE GRADUATES 


Within the next two months a great 
many promising young men will enter 
public accounting as “new” juniors. 
From their ranks will come the semi- 
seniors, seniors, and partners of the 
years to come. If we are to have an 
adequate pool of talent from which to 
draw our successors we must do every- 
thing possible to keep these men in the 
profession. 


A recent issue of a national business 
magazine reported that 60% of college 
graduates change jobs within five years 
of graduation and that an estimated 
15% of all recent graduates change 
jobs each year. 

Now is the time to plan programs 
for the graduates which will indoctri- 
nate them properly into public account- 
ing. They are more interested in their 
activities during their first years of em- 
ployment than in the distant future. 
Their initial assignments should give 
them a chance to learn and to prove 
their ability. They should not be dis- 
couraged by months of work on essen- 
tially clerical or repetitive tasks. 

In short, if we are to develop these 
men and keep them in the profession 
we must assign them to engagements, 
under able and sympathetic supervi- 
sion, which offer problems and respon- 
sibilities which challenge the gradu- 
ates while they are being trained. 

Unless we can impress on these men 
that our practice of public accounting 
is a challenging and satisfying career 
we will lose them to other firms and to 
private industry. In either case the ini- 
tial recruiting and training cost has 
been spent to no avail. 


BILLING PRACTICES 


There are at least three methods of 
billing used by firms to whom we have 
talked. Many firms bill after the com- 
pletion of an engagement, others make 
progress billings as clearly defined 
segments of the work are completed, 
and still others bill monthly or quar- 
terly. There are other billing practices, 
of a less common nature, which serve 
the needs and reflect the personalities 
of the practitioners. 

Completion billing was probably 
adopted from our friends practicing 
law. Most lawyers, we have observed, 
favor delaying billing special matters 
until completion of the engagements, 
and of retainer arrangements until the 
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end of the retainer period. Thus they 
may weigh all of the factors bearing on 
the value of the services performed to 
the client. Actually, completion billing 
has other advantages: it consolidates 
in one billing all charges applicable to 
the engagement; it makes possible con- 
sideration of the over-all effectiveness 
of the work performed, and it facili- 
tates comparison of both services per- 
formed, hours required and amounts 
billed with similar data for prior years. 

On the other hand, when completion 
billing is interpreted as billing after 
the major assignment for the year is 
completed, such as after delivery of 
the report on examination and tax re- 
turns, it can lead to serious problems. 
It is not unusual, for example, for an 
engagement which initially covered an 
annual examination and preparation of 
tax returns, to expand to additional 
services such as accounting advice dur- 
ing the year, attendance at revenue 
agent’s examinations, review of office 
procedures, or general management 
counsel and advice. When this occurs, 
services may be rendered for which a 
billing is not prepared for many 
months. When a client receives a bill 
which includes services which he no 
longer recalls, or which no longer seem 
significant to him, he may well ques- 
tion the bill. Further, experience over 
the years has shown that the impor- 
tance of work performed diminishes in 
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the accountant’s mind with the passage 
of time; as a result there may be a ten- 
dency to under-value the services per- 
formed. 

Completion billing requires more 
capital than does more frequent billing 
tor obvious reasons. It also may lead 
to higher bad debt losses. We also 
wonder how accurately year-end ac- 
cruals for unbilled auditing and ac- 
counting services are established when 
the billing cycle runs from, let us say, 
June 1 to May 31 of the following 
year. 

Progress billings, by which we mean 
billings made as clearly defined seg- 
ments of an engagement are completed, 
are favored by many accounting firms. 
These firms cite as advantages of prog- 
ress billing compared with completion 
billing that (1) the client is informed 
of the progress and cost of the engage- 
ment as it progresses, (2) financing re- 
quirements of work in progress are re- 
duced, and (3) it is logical to bill for 
recognizable phases of the engagement. 
For example, such a billing policy con- 
templates billing for interim audit work 
when it is completed, for final audit 
work when the report on examination 
is delivered, and for tax return prepa- 
ration when the returns are forwarded 
to the client. 

The adherents of periodic monthly 
or quarterly billing believe that clients 
should be kept currently informed of 
the cost of the services performed, that 
most accounting services of a repeti- 
tive nature, such as annual examina- 
tions and preparation of tax returns 
may be valued for billing purposes on 
the basis of time, that billing adjust- 
ments relating to value of services per- 
formed, or satisfactory results, may be 
made on the final billing for the en- 
gagement. Frequent billings have, of 
course, the advantage of smoothing out 
cash flow for the accountant and hence 
decreasing his capital requirements. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


DISABILITY INSURANCE BENEFIT 
COVERAGE EXTENDED 


The coverage of the Disability Ben- 
efits Law was extended to include 
employers with only one employee 
effective January-1, 1962, as a re- 
sult of the enactment of Chapter 119 
of the Laws of 1961. 

It is estimated that this amendment 
to Section 202 of the Workmen’s Com- 
pensation Law will afford protection 
to 100,000 additional employees 
against loss of income because of non- 
occupational sickness and disability. 

The new law provides that an em- 
ployer who has in employment, after 
June 30th, 1961, one or more em- 
ployees on each of at least thirty days 
in any calendar year, shall be a 
covered employer from and after Janu- 
ary Ist, 1962, or from the expiration 
of four weeks following the thirtieth 
day of such employment, whichever is 
the later. 

Termination of Coverage. A covered 
employer of employees in personal or 
domestic service in a private home 
shall continue to be a covered em- 
ployer until the end of any calendar 





SAMUEL S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society’s Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. He is a 
member of the Committee on Manicipal 
and Local Taxation. 


year in which he shall not have em- 
ployed in such service four or more 
employees in such service on each of 
at least thirty days, and shall have 
filed a report thereof with the Chair- 
man of the Workmen’s Compensation 
Board. 

Exclusion from Coverage. Service 
during ail or any part of a school year 
or vacation period as a part time 
worker, by persons actually in regular 
attendance during the day time as a 
student in an institution of learning, 
continues to be excluded from covered 
employment. 


RECENT UNEMPLOYMENT 
INSURANCE DECISIONS 


Expenses as Compensation. Two 
Appeal Board decisions, case num- 
bers 70,526-59 and 75,860-60 involv- 
ing a trumpet player in a symphony 
orchestra and a singer, dancer and un- 
derstudy in a bus-truck tour of a 
show, review decisions of the referee 
insofar as all the moneys received from 
the respective employers were deemed 
remuneration for the purpose of de- 
termining the claimant’s benefit and 
wages subject to tax. In both cases 
the employee had executed an author- 
ization to the effect that the employer 
was to deem 50 percent of the con- 
tract salary as expenses for hotel, 
lodging, meals, subsistence and laun- 
dry maintenance. The referee found 
that the amount allocated for ex- 
penses was a fair approximation. How- 
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ever the referee relied upon Appeal 
Board Case No. 68,392-59 where it 
was held that irrespective of any ar- 
rangement between the employer and 
employee with regard to withholding 
for income tax purposes, no such ar- 
rangement can affect the employer’s 
obligation and liability under the New 
York Unemployment Insurance Law. 
The Appeal Board found that the 
contracts of hire which established the 
employment relationship were the 
union contracts which stated the 
amount of compensation to be paid to 
the employee. The union contracts did 
not specify that any portion of the 
salary was to be considered as reim- 
bursement for expenses. Consequently, 
for purposes of unemployment insur- 
ance, the entire stipulated salary must 
be regarded as earnings. 

The Industrial Commissioner urged 
that the decisions should be governed 
by Matter of Slavin, 6 App. Div. 2nd 
956, reversing Appeal Board Case No. 
58,104-56, where the Court held that 
where there was a mutual recogni- 
tion of expenses, that the amount of 
expenses did not constitute remunera- 
tion. 

However, the Appeal Board cited 
Matter of Lynne & Wiese, 12 App. 
Div. 2nd 849, affirming Appeal Board 
Case No. 68,392-59, where the pre- 
cise question which was at issue was 
presented for decision. The Court 
pointed out that Matter of Slavin was 
not in point. There, the employer was 
exempt from contributions and _be- 
came liable therefor only by agree- 
ment with the union, which had 
knowledge of the employer’s pro- 
cedure in computing the same upon 
the basis of the net amounts upon 
which Federal income taxes were 
withheld. Upon the record in this 
case, the Board was entitled to recog- 
nize and effectuate the intent that 
the stipulated salaries be considered 
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such for all purposes, including un- 
employment insurance contributions 
and benefits, except as the agree- 
ment may have been modified solely 
with respect to income tax with- 
holding. 

Place of Employment. A_ second 
issue of interest was decided in Ap- 
peal Board Case No. 75,860-60. The 
employer was a New Jersey corpora- 
tion and had paid contributions to 
New Jersey instead of to New York 
on the earnings of the performer in the 
show who resided in New York. The 
show played in 22 states including 
New York where it started and 
Canada. No performances were given 
in New Jersey. The show rehearsed 
in New York and started from and 
returned to New York. Day-by-day 
supervision and control were exercised 
by the stage and general manager 
who traveled with the show. The 
president of the firm, also an actor 
but engaged elsewhere on the road, 
communicated almost daily with 
claimant’s troupe. The salaries of 
the cast of the show were paid out of 
current receipts, with the exception 
of the first payroll which was sup- 
plied by the employer before the show 
left on the road. 

The Appeal Board decided that 
claimant’s services and that of 25 
others constituted empioyment within 
the scope of Section 511 of the New 
York Law, regardless of whether the 
services were performed within or 
without the State. Applying the tests 
of that section of the law, it appears 
that the services of said persons were 
not localized in any state, but some 
of the service was performed in this 


state. It further appears that their 
base of operations was not in this state 
and there was no base of operations 
in any state in which some part of 
the service was performed. Nor can it 
be found that there was a place in this 
State from which the services were 
controlled. It appears, therefore, that 
the services of the claimant and others 
in the troupe who were residents of 
New York, should be deemed subject 
to the New York law. 

Section 511.3 of the Law states: 

“3. Work within and without the 
state. The term ‘employment’ includes 
a person’s entire service performed 
both within and without this state 
provided it is not localized in any 
state but some of the service is per- 
formed in this state, and 

(a) the person’s base of operations 
is in this state; or 

(b) if there is no base of operations 
in any state in which some part of the 
service is performed, the place from 
which such service is directed or con- 
trolled is in this state; or 

(c) if the base of operations or 
place from which such services is 
directed or controlled is not in any 
state in which some part of the ser- 
vice is performed, the person’s resi- 
dence is in this state. 

“The term ‘employment’ shall not 
include services performed without 
this state in any calendar year during 
which no service was performed within 
this state if contributions with respect 
to such services are required under 
the unemployment compensation law 
of any other state or of the federal 
government.” 
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Federal Taxation 


Decisions and Rulings—RICHARD S. HELSTEIN, CPA 


Commentary 


—Committee on Federal Taxation 


Chairman, ARTHUR J. Dixon, CPA 


DECISIONS AND RULINGS 


BUSINESS PURPOSE V. TAX SAVINGS 


An interesting transaction, with no 
apparent business purpose beyond ob- 
taining tax advantages, has been ap- 
proved by the Court of Appeals, re- 
versing the Tax Court. 

On September 22, 1953, a corporate 
taxpayer reporting on a fiscal year end- 
ing November 30, purchased $100,000 
face value 334 % industrial bonds due 
June 1, 1981 for which it paid 114% 
plus commission and accrued interest. 
The bonds were subject to call for 
redemption on 30 days notice at 100 
plus a premium of 2%%%. 

The taxpayer borrowed $100,000 
from a bank at 334% interest on its 
own thirty-five day note dated Septem- 
ber 30, 1953. On October 23, 1953 
the taxpayer, on its books, amortized 
the premium (cost plus commission 
less call price) and claimed the deduc- 
tion on its return. On October 26, 
1953, the taxpayer donated the bonds, 
subject to a bank loan, to a tax exempt 
foundation created by its stockholders. 
The foundation sold the bonds on Oc- 
tober 27, 1953. The taxpayer also 
claimed a deduction for a charitable 
contribution. 

The Tax Court had allowed the con- 
tribution but disallowed the amortiza- 


tion of bond premium. The Court of 
Appeals, holding that the taxpayer 
had complied with the literal require- 
ments of the Code, and that the trans- 
action was not a sham since “substan- 
tive and economic reality were 
present,” reversed the Tax Court and 
allowed both deductions despite the 


fact that “the end result... was a 
gift—not a business transaction .. .” 
(Maysteel Products v. Com. CA-7, 
2/27/61). 


It might be mentioned, in passing, 
that “The entire transaction was pro- 
posed to the taxpayer by an investment 
broker who was soliciting business of 
clients interested in the cumulative tax 
benefits of an amortization deduction 
and a charitable contribution.” In 
fact, the broker handled the entire 
transaction. (Compare Knetsch v. 
U. S. S. Ct. 1960, 364 U. S. 361; 
Goodstein v. Com. CA-1, 1959 267 
F(2d) 127; Sonnabend v. Com. CA-1, 
1959 267 F(2d) 319). 


DIARY HELD TO BE SUBSTANTIATION 
OF TRAVELING EXPENSE 

The Tax Court, referring specifically 
and’ strongly to the Commissioner’s 
suggestion in Regs. 1.162-17(d)(2) 
has ruled that a day-by-day diary con- 
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taining sufficient information to deter- 
mine the nature and amounts of busi- 
ness expense, constitutes substantia- 
tion. 

In this particular case, the taxpayer 
was a traveling salesman or manufac- 
turer’s representative, who sold the 
products of the manufacturers he rep- 
resented on a commission basis. He 
traveled throughout his territory in his 
own auto, paying his own traveling ex- 
penses which he recorded daily in a 
diary. The Commissioner maintained, 
among other things, that the diary was 
not sufficient substantiation of the ex- 
penses and that it was “unreliable.” 

The Court held that it was adequate 
substantiation as provided for by the 
Commissioner and that, except in cases 
where it was obviously unreasonable 
or contradictory, it should be accepted. 
(Joseph L. Weinfeld, TC Memo op 
1961-17). 

It would seem that where receipts 
such as hotel bills are available, it is 
advisable to retain them as additional 
substantiation. However, where such 
bills or receipts are not available, the 
diary appears to be acceptable, at 
least to the Tax Court, as adequate 
substantiation where the expenses 
therein are not obviously overstated. 


CHANGE OF TAX OPTION CORPORATION 
TO LEGAL CORPORATION 


A sole proprietorship which had 
elected to be taxed as a corporation 
under Section 1631 commencing with 
the calendar year 1954, was incor- 
porated in April 1960. 

For the year 1960 the taxpayer must 
file two separate returns on Forms 
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Committee on Federal Taxation. Mr. Hel- 
stein is associated with J. K. Lasser & Co. 
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1120: The first, covering the opera- 
tions of the business up to date of for- 
mal incorporation; the second covering 
the operations from that date to the 
end of the fiscal or calendar year 
adopted by the corporation. Under 
Regs. Sec. 1.1361-5, the sole propri- 
etorship and the corporation are two 
separate entities despite the method of 
reporting for tax purposes. (Rev. Rul. 
61-41 IRB 1961-11, 11). 


TREASURY DEPARTMENT EXAMINATION 


The IRS has announced that it will, 
on September 27 and 28, 1961, offer 
a special enrollment examination for 
non-attorneys and non-CPAs to prac- 
tice before the Treasury Department. 
Applications to take the examination 
and other information on the examina- 
tion may be obtained from any Dis- 
trict Director. All applications for the 
examination must be filed by July 1, 
1961. 


RUNNING OF THE STATUTE OF 
LIMITATIONS ON SUITS FOR REFUND 


The Internal Revenue Code of 1954 
provides in Section 6532(a): 

“(a) SUITS BY TAXPAYERS FOR RE- 
FUND.— 

(1) GENERAL RULE.—No suit or 
proceeding under Section 7422(a) for 
the recovery of any internal revenue 
tax, penalty, or other sum, shall be 
begun before the expiration of 6 
months from the date of filing the 
claim required under such section un- 
less the Secretary or his delegate ren- 
ders a decision thereon within that 
time, nor after the expiration of 2 years 
from the date of mailing by certified 
mail or registered mail by the Secretary 
or his delegate to the taxpayer of a 
notice of the disallowance of the part 
of the claim to which the suit or pro- 
ceeding relates.” 

In a case which the District Court 
of Connecticut called one of “first im- 
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pression,” it held that a taxpayer could 
commence suit before the expiration 
of 6 months from the date of filing a 
claim for refund because during this 
period it had received a “30 day let- 
ter.” This determination was based 
upon the fact that the Court held that 
a “30 day letter” represented a “deci- 
sion” as set forth in the Code above. 
The fact that the letter gave the tax- 
payer the option of protest to a further 
hearing by the Appellate Division does 
not make it any less of a decision. 
Consideration by the Appellate Divi- 
sion would merely result in a second 
decision. The law, said the Court, does 
not require the taxpayer to delay suit 
pending a second decision. 


The Government argued that the 
Agent’s report was merely a recom- 
mendation of disallowance and was not 
a final decision. The Court pointed 
out that the “30 day letter” transmit- 
ting the Agent’s report unequivocally 
disallowed the claim, and that the let- 
ter was signed by the “District Director 
of Internal Revenue for the District of 
Connecticut” and that he is a “dele- 
gate” of the Secretary (Sec. 7701(a) 
(12)). 

The Court also cited its decision in 
Beardsley v. U. S. (1954, 126 F. Supp. 
775) as holding that the “30 day let- 
ter” starts the running of the two year 
period of limitation for bringing suits 


to recover refunds. Thus, the Court 
said: 

“There appears no reason for 
holding, therefore, that the send- 
ing of the 30-day letter does not 
terminate the 6 months period of 
limitation . . .” 

Irrespective of the fact that this 
really does not appear to be the sense 
of the holding in the Beardsley case, 
it raises the question of whether the 
Court is correct in this statement since 
Section 6532(a)(1), quoted above, 
provides that the two year period com- 
mences from “the date of mailing by 
certified mail or registered mail .. . 
of a notice of the disallowance .. .” 

The issue in the Beardsley case con- 
cerned the problem of whether the 
statute commenced running upon the 
issuance of a registered notice of dis- 
allowance which was revoked because 
it had been premature, having pre- 
ceded the issuance of a 30 day letter 
giving the taxpayer the opportunity to 
protest disallowance of its claim. After 
subsequent hearing a notice of “re- 
affirmance” was issued. It was the lat- 
ter which was held to start the statute 
on the basis that it would have been 
unfair in view of the circumstances to 
commence the running of the statute 
on the date of the “revoked” notice. 
(The Register Publishing Company v. 
U. S. U. S. D. C. Conn. 12/9/60). 


COMMENTARY 


TAX DEDUCTIONS FOR CUBAN LOSSES 


American business interests in Cuba, 
almost without exception, have been 
rendered worthless by the actions of 
the Cuban Government. In most in- 
stances financial statements will reflect 
a total loss of the investment. In the 
absence of clarifying legislation by the 
U. S. Congress, it is unclear in many 


cases when, if ever, a deduction is al- 
lowable under the tax law as it now 
stands. The Treasury has maintained 
complete silence on the subject so far, 
and has declined to rule on the ques- 
tions which have been presented to it. 
Nevertheless, certain conclusions can 
be drawn as to probable results. 
Action by the Cuban Government 
has taken two principal forms—inter- 
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vention in control of operations, and 
expropriation, where actual title to the 
property is taken. In the latter case, 
the owners are generally promised re- 
muneration in the form of Cuban Gov- 
ernment bonds, the terms of which are 
such that their value is at the most 
nominal. 


Effect of Intervention. Where prop- 
erty is only “intervened,” it seems 
unlikely that a tax deduction for loss 
of the property will be allowed. Gov- 
ernment intervention and operation in 
the U. S. has not given rise to such tax 
deduction. The Cuban situation differs 
from that in the U. S. because in Cuba 
the owner is apparently deprived of all 
use and income from the property for 
the whole period of intervention, 
whereas in the U. S. the governmental 
authority would have to furnish com- 
pensation for the period of its use. 
This distinction, however, is probably 
insufficient to change the rule disal- 
lowing a deduction unless the property 
itself is lost or damaged. Mere threats 
of seizure not followed up do not give 
rise to a deduction for loss of prop- 
erty, whatever their effect on market 
value may be. 

Effect of Expropriation. Expropri- 
ation, involving actual loss of title to 
property owned, should, however, give 
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rise to deductible losses, whether or 
not any bonds are received. The 
amount deductible is limited to the tax 
basis of the property, reduced by in- 
surance recoveries or other reimburse- 
ments. The value, if any, of Cuban 
Government bonds received would pre- 
sumably be considered a reimburse- 
ment. If liabilities are assumed by the 
Cuban Government, the effect presum- 
ably is the same as a partial reimburse- 
ment of the loss. 


The tax treatment of deductions for 
losses from seizures depends upon the 
nature of the property lost and the 
type of taxable entity sustaining the 
loss. 

Losses of Physical Property. Losses 
of physical property used in the trade 
or business, such as land, buildings, 
machinery and equipment are gener- 
ally fully deductible by the entity own- 
ing the property, except that the losses 
may have to be offset against gains on 
sales of similar property, elsewhere, 
which might otherwise be taxable as 
capital gains. Losses of inventory 
would be fully deductible in all cases. 


Losses of Intangible Property. In- 
tangible property, such as_ stocks, 
bonds, franchises, patents, etc., if ac- 
tually seized by the Cuban Govern- 
ment, would give rise to ordinary de- 
ductions determined in the same man- 
ner as for land, buildings and equip- 
ment, except that gains on sales of 
such property, elsewhere, would not 
have to be offset unless the expropri- 
ated intangible property was depreci- 
able. 

Losses on Stock and Securities. In 
the more usual case, stock of a cor- 
poration will not be seized, but it may 
lose value as a result of the seizure of 
the underlying assets. In such a case, 
no deduction is ever allowed unless 
the stock becomes entirely worthless. 
In the latter event, the loss is deduct- 
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ible as a capital loss under the general 
rule, or as an ordinary loss if the U. S. 
stockholder is a domestic corporation 
owning at least 95 percent of each 
class of stock and the corporation 
whose stock is worthless meets certain 
statutory tests designed to demonstrate 
that it was engaged in the active con- 
duct of business. 

Bonds and other evidences of in- 
debtedness of a corporation with in- 
terest coupons or in registered form 
are subject to the same rules as stock, 
including the special rule allowing or- 
dinary loss on securities of a subsid- 
iary. Other types of advances to the 
corporation (e.g., On Open account) 
are subject to the general rule for bad 
debts, and therefore may be reserved 
for (if the corporation has adopted the 
reserve method for tax purposes) or 
(if such method has not been adopted) 
may be deducted when wholly worth- 
less or when partially worthless and 
charged off. 

Significance of Manner of Holding 
Property. As a result of these rules, 
actual tax benefits may vary greatly 
depending upon whether the property 
seized is owned (1) directly by an 
American corporation, (2) by a do- 
mestic subsidiary, or (3) by a Cuban 
or other foreign corporation. 

Direct ownership will, of course, 
give rise to a deduction on the return 
subject to the qualifications previously 
pointed out. 

If the property is owned by a sub- 
sidiary incorporated in the United 
States and the parent company owns 
at least 80 percent of the voting stock 
and 80 percent of the nonvoting com- 
mon stock of the subsidiary, a con- 
solidated return could be filed to off- 
set the loss against the parent’s 
income. All qualified domestic sub- 
sidiaries, however, would have to be 
included in the consolidated return; 
also, taxable income on a consolidated 


return is taxed 2 percentage points 
more than on a separate return. In 
the alternative, if the subsidiary re- 
mains solvent after sustaining the loss, 
it can be liquidated tax-free into the 
parent, and its unused losses can be 
carried over to offset the parent’s in- 
come. If the subsidiary is insolvent, 
a total loss of the stock investment 
and a partial or total loss on any ad- 
vances can be claimed by the parent. 

If the subsidiary is incorporated in 
Cuba or in another foreign country, a 
tax deduction is available to the U. S. 
parent only if the foreign subsidiary is 
insolvent. In that event, a loss on 
worthless stock or securities and a bad 
debt deduction for any advances may 
be claimed by the parent under the 
rules discussed above. 


MORE ON ESTIMATED TAX OF 
SUBCHAPTER S SHAREHOLDERS 


Our attention has been directed to a 
conflict in the views expressed in this 
column in February 1961 and March 
1960 as to the computation of income 
of a shareholder in a Subchapter S 
corporation, in order to qualify under 
one of the exceptions to the imposition 
of the penalty for the underestimation 
of tax under Section 6654 of the Code. 
Last February we suggested that the 
stockholder should be treated as if he 
were a partner and take into account 
his distributive share of corporate in- 
come for the months of the corporate 
year ended before the month in which 
the installment is due. In March 1960, 
it was recommended that for purposes 
of computing his estimated tax and 
any penalties for underestimation of 
tax, the amount to be included in the 
shareholder’s income by virtue of his 
interest in a Subchapter S corporation, 
should be treated as if it were an 
amount distributed as a dividend on 
the jast day of the corporation’s tax- 
able year. Thus a calendar year stock- 
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holder in a calendar year Subchapter 
S corporation could, as late as the 
following January 15th, amend his 
declaration of estimated tax for the 
prior year wtih respect to his share 
of the corporation’s income and still 
not be subject to any penalty for un- 
derestimation of tax. 


The February 1961 discussion was 
based on information received infor- 
mally from the National Office of the 
Internal Revenue Service. The March 
1960 item was based upon a private 
ruling. It is the Committee’s under- 
standing that there is a difference of 
opinion within the National Office of 
the Internal Revenue Service as to 
which stand represents the correct 


"view. Presumably this conflict will be 


resolved ultimately. For the present, 
if there is a serious question as to 
which method should be used for de- 
termining the estimated tax of the 
shareholder, it may be preferable to 
adopt the later and more conservative 
view or, perhaps, to request a ruling. 


ACCESS TO TAX COURT DENIED 
TAXPAYERS SEEKING TAX REFUNDS 


The Tax Court of the United States 
is a specialized body set up specifically 
to deal with matters arising under the 
U. S. income, estate and gift tax laws. 
Its judges are specially qualified be- 
cause of their concentration in a lim- 
ited field, in contrast to the judges of 
the other federal courts, whose juris- 
diction extends to a wide variety of 
legal matters. 

Recourse to this specialized court 1s, 
however, denied to many taxpayers 
because of the technical requirement 
that the Tax Court has jurisdiction 
only where the Treasury determines 
that there is a deficiency with respect 
to the taxpayer’s tax, that is, the tax- 
payer has paid less tax than he believes 
to owe. Most taxpayer controversies do 
involve deficiencies, but a substantial 
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minority involve taxpayer claims for 
refunds. In some cases, the overpay- 
ment of tax is inadvertent, for ex- 
ample, where more tax may be re- 
quired by statute to be withheld from 
the taxpayer’s salary than is shown 
by the return which he files. If the 
Treasury questions the propriety of a 
claimed deduction or some other item 
on the return and refuses to make the 
requested refund, the taxpayer must 
file suit in a regular federal court in 
order to get his case heard. There is 
no adequate reason why he should be 
denied access to the specialized court 
set up for tax matters, and it is the 
belief of some tax authorities that con- 
sideration should be given to a change 
in the law to give him such access. 


THE USE OF OPERATING LOSSES 
IN CONNECTION WITH 
CONSOLIDATED RETURNS 

The formation of bona fide consoli- 
dated groups of corporations may 
afford an opportunity for the judicious 
use of current operating losses of 
either the parent corporation or its 
subsidiaries. However, the consoli- 
dated return regulations (Reg. 1.1502) 
must be carefully studied because the 
general rules are subject to many 
exceptions. 

For the purpose of discussion, 
assume the following set of facts: 
P Corporation, on March 1, 1960, 


acquires its first subsidiary Corpora- 
tion S-1, and on June 30, 1960 ac- 
quires Corporation S-2. P Corpora- 
tion, for the entire year 1960, sustains 
an operating loss of $5,000 per month 
or a total of $60,000. Corporation 
S-1 has a profit of $5,000 from March 
1 to December 31, 1960, and Corpora- 
tion S-2 has a profit of $50,000 from 
July 1 to December 30, 1960. P Cor- 
poration is filing a consolidated return 
for the calendar year 1960. The sub- 
sidiaries have already filed separate 
returns for the period prior to their 
joining the consolidated group. May 
P Corporation’s loss of $60,000 wipe 
out the profits of Corporations S-1 
and §-2 in the consolidated return? 


Reg. 1.1502.13(b) provides that if 
an affiliated group is formed after the 
beginning of the taxable year of the 
parent, the consolidated return must 
include the income of the common 
parent for its entire taxable year, and 
the income of each subsidiary from 
the time it became a member of the 
group. 

At a first reading, therefore, it would 
seem that parent’s loss could be com- 
pletely utilized because it is the result 
of its operation for the full taxable 
year. However, the qualified use of 
the word “income” in the regulation 
indicates that a further search of the 
regulations is necessary. 
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Reg. 1.1502-31(b) which prescribes 
the method of the computation of tax- 
able income for each corporation pro- 
vides, in subsection (1)(vi), that: 


“In the computation of the taxable 
income of a corporation for the taxable 
year in which it became the common 
parent corporation of the affiliated 
group filing a consolidated return, the 
aggregate deductions of such corpora- 
tion for such year otherwise allowable 
in excess of the gross income of such 
corporation for such year shall be 
excluded to the extent that such excess 
is attributable to that portion of such 
year preceding the date upon which 
such corporation became the common 
parent corporation of the group... .” 
This regulation in effect prohibits the 
use in a consolidated return of the 


EXCELLENT 
PART-TIME BOOKKEEPERS 





BOOKKEEPERS UNLIMITED 
(Agency) 505 Fifth Ave. OX 7-7878 





parent’s loss for the period prior to the 

formation of the consolidated group. 
Referring to the assumed set of 

facts, the computation of the consoli- 

dated taxable net income for 1960 is 

as follows: 

Profit Corporation 





2 RY Ses ee hs ne vere eee $ 5,000.00 
Profit Corporation 
ee es eaces ctu ciisvauccatisibacisenens 50,000.00 
Total Income ..........50.:2.:. 55,000.00 
lLoss—P Corpora- 
BOE siscscoscasetess $60,000.00 
Amount prior to 
March 1, ex- 
cluded (2/12) 10,000.00 50,000.00 
Taxable Net 
RINE oo. casts cnkectinscunees 


$ 5,000.00 


The same regulation also provides 
that to the extent the excluded amount 
constitutes a net operating loss, it 
shall not be a consolidated operating 
loss, but one separately sustained by 
such parent, and thus, a carry forward 
only against parent’s future profits. 

It is significant that the cut off date 
for excluding the parent’s loss is the 
date at which it became a common 
parent. Consequently, there is an area 
of maneuverability. A small or minor 
subsidiary may be acquired early in 
the year, and a more important one 
at any time later in the year. The 
excludible portion of parent’s loss is 
frozen at the earlier date. THE END 





NoIsE REDUCES EFFICIENCY 


Many persons become so adapted to noise that they can 
ignore it (the teenager who studies with a desk radio going full 


blast is one example). 


But acoustical authorities are convinced 


that noise cuts down on work efficiency and, conversely, that 
elimination of noise improves efficiency. In one factory located 
near a boiler plant, workers made 60 mistakes in assembling 80 
temperature regulators. Moved to quiet rooms, they made only 
seven mistakes. Another study reported that in a cotton mill, 
proper acoustical treatment increased efficiency from 7 to 22 
percent among individual workers. In a business office, a slight 
reduction of the noise level increased output 12 percent. 

Studies at Colgate University indicate that the average worker 
spends one-fifth of his energy in fighting noise. 


THINK, February 1961, p. 27 
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Classified Section 


RA TES: 


$2.00. “Business Opportunities” 20¢ a word, minimum $5.00. 
Box number, when used, is two words. Closing date, 10th of month preceding 


minimum $5.00. 
date of issue. 


“Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


“Business Services’ 20¢ a word, 


ADDRESS FOR REPLIES: as number, The New York Certified Public Accountant, 355 Lexing- 


ton Avenue, New York 17, N. 





HELP WANTED 








Accountant, sufficiently skilled to act vice- 
principal in most matters, sufficiently ambi- 
tious to be seeking an opportunity, rather 
than a position, sufficiently intelligent to 
recognize that hard work reaps its own 
reward. Small firm with growing pains. 
Box 2330. 


Management Services Specialist for CPA 
firm, midtown N.Y.C., strong capability in 
systems and procedures, to supervise depart- 
ment and train staff. Box 2343. 





SITUATIONS WANTED 





CPA, attorney, specializing in the tax field. 
Extensive experience in all phases of taxa- 
tion, with emphasis on tax research and 
planning. Desires per diem or fee work 
with other accountants. Box 2331. 
Accountants Reports, Tax Returns expertly 
typed on latest I.B.M. machines. Bruning 
reproductions by experts. Long, specialized 
experience insures our work to be attractive, 
distinctive and accurate. Free pickup and 
delivery service. Miss Claire, LE 4-8336. 
CPA, specializing in SEC work, registration 
statements, etc. will work with other ac- 
countants on per diem or fee basis. Box 
2332. 

Statistical Typist, reports expertly typed, 
thoroughly checked. Highly experienced. 
Work done at home. Moderate rates. Anne 
Steinfeld, RO 4-7539. 

Experienced Statistical Typing all tax forms 
financial reports. Pick-up and prompt de- 
livery. BO 3-2778. 

Typist, planning to major in accounting, 
seeks position in CPAs office, available be- 
ginning July. Miss Martino, TW 7-1578. 
CPA, member of the Society, thorough and 
varied experience, seeks per diem work, 
permanent. Box 2345. 

Tax Reports, accountants financial state- 
ments, etc. typed and checked by expert 
statistical typist. 15 years experi.uce. 
BO 8-2286. 


Accountant, CPA, 10 years diversified audit 
experience. Personable, aggressive, alert, 
able and conscientious beyond call. Am 
not seeking an ordinary job but an out- 
standing opportunity with a positive future in 
public accounting. New York City or Long 
Island. Box 2347. 





BUSINESS OPPORTUNITIES 











Practice Wanted, substantial terms, know- 
how offered overburdened or retiring practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 2333. 


Well Equipped CPA Firm will purchase all 
or part of the practice of overburdened or 
retiring accountants, substantial cash or 
attractive retirement arrangements will be 
offered. Box 2334. 


Substantial Cash Available for the purchase 
of a practice or individual accounts by 
experienced CPAs. Box 2335. 


Florida and New York CPA, member 
NYSSCPA over 20 years, heavy diversified 
experience, available for special examina- 
tions in South Florida. Joseph S. Swimmer, 
3119 Fillmore Street, Hollywood, Florida. 


CPA, attorney, Society member, modest 
practice. Will buy entire practice, individual 
accounts, or other arrangements for mutual 
convenience. Box 2336. 


CPA, 35, extensive experience, seeks partner- 
ship with overburdened practitioner or one 
considering retirement. Will purchase or 
manage individual accounts. Box 2337. 


Merger desired with firm exceeding our 
billings of $175,000. Some of our practice 
is out of town. Box 2338. 

CPA, attorney, 38, billings over $35,000. 
Quality practice. Heavy tax and manage- 
ment experience, considerable free time, 
seeks association sharing facilities or possibly 
leading to merger and growth. Would con- 
sider major firm. Box 2339. 


CPA, with view toward retiring, substantial 
quality practice, seeks an associate with 
small practice who has available free time. 
Box 2340. 
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BUSINESS OPPORTUNITIES 











Prominent N. Y. City CPA Firm, desirous 
of enlarging number of partners, seeks pro- 
posals from individual practitioners under 45 
who have good background and quality 
experience on own account. Retirement 
plan and other major benefits available. 
Box 2344. 

CPA, Society member, AICPA, will manage 
practice for overburdened, retiring or vaca- 
tioning practitioner on a per diem fee basis. 
Box 2346. 

New York City CPA, gross $40,000, seeks 
small or medium size firm with facilities and 
staff to render complete accounting services 
to my entire clientele, except for executive 
contact, under a fee sharing arrangement. 
Box 2348. 

CPA, 34, 10 years diversified experience, 
AICPA, NYSSCPA, presently employed, 
seeks opportunity leading to early partner- 
ship. Box 2349. 

CPA, member NYSSCPA, gross $27,500, 
varied practice, continuing growth, desires 
merger with practitioner having similar gross 
or with medium sized firm. Kindly state 
particulars. Box 2350. 

CPA established, will purchase accounting 
practice. Substantial cash available or at- 
tractive retirement arrangements will be 
offered. Box 2351. 





BUSINESS SERVICES 








Mail and Telephone Service, at either of 
these prestige locations, 550 Fifth Avenue 
or 510 Madison Avenue, including air- 
conditioned conference and reception rooms 
for interviews and audits, telephone and 
lobby directory listings, secretarial facilities. 
Air-conditioned offices and desk space avail- 
able. Fifth Avenue Office Service, Inc., 550 
Fifth Avenue, New York City 36, PLaza 
7-3638. 

For Rent, air-conditioned attorney’s suite, 
private rooms, recently completed, beautiful 
decor, facilities, extra space available during 
tax season, individual or small firm, moder- 
ate. WOrth 2-1655. 

Fireproof insulated legal and letter size 
filing cabinets, used, refinished like new, 
2, 3, 4 drawer. Krasilovsky, 170 Centre 
St., CAnal 6-2255. 

Wanted to Purchase, very reasonable, set of 
1960 Prentice-Hall “Federal Taxes.” Box 
2341. 
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Management Consulting Service, available to 
aid practitioners staff in IBM, data process- 
ing, production control, work simplification. 
Inquiries invited. System Development, 516 
Fifth Avenue, N. Y. C. 


Grand Central Area, private 12’ x 15’ air- 
conditioned office in lawyer’s suite. Excel- 
lent light and view. Services available, 
$120.00 per month. OX 5-7140. 


CPA offers individual coaching course to 
CPA candidate who has experienced diffi- 
culty in passing Accounting Practice. Box 
2342. 


Accountants Service Center offers a place 
to keep things, obtain phone answering 
service, receive mail, meet a client, do tax 
research, get reports typed and other chores 
handled in exchange for an economical 
sum. Cost can be as low as $5 a month. A 
whole floor of office and desk spaces at 120 
Liberty Street, BArclay 7-5816. 


We Act As Your Secretary, $5.00 monthly. 
Ideal for budget minded accountants. Mail 
and telephone messages forwarded. Personal 
service. Private desks and offices. Abbott 
Service, 147 West 42nd (1472 Broadway), 
BRyant 9-9642. 


Broadway 170, a prestige address for $5.00 
per month. We act as your office, mail, 
telephone, etc. Desk space available. Room 
202. CO 7-3579. 


Desk Space Available in quiet refined mid- 
town office. PE 6-0216. 


For Rent, 475 Fifth Avenue, air-conditioned 
private office, in CPA suite, or share, 
furnished, secretarial space available) MU 
5-0663. 


Accounts Receivable via IBM at very eco- 
nomical rates. Complete accuracy assured. 
Service includes: accounts receivable ledger, 
customer statements, schedule of accounts 
receivable, control account. Automated 
Bookkeeping Corporation, 11 West 42nd St., 
OX 5-6893. 


For Sale, typewriters, IBMs, others, photo- 
copiers, adders, calculators, rebuilt, guaran- 
teed. Repairs, rentals. All Languages 
Typewriter Co., Inc., 119 W. 23rd St., New 
York 11, N. Y., CHelsea 3-8086. 


Desirable Office Space available on 57 
Street Manhattan in exchange for accountant 
services of maximum 2 days per month. 
Please reply on letterhead to Box 2352. 
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fbttention Wr. -bccountant: 


WHETHER IT’S BASEBALL OR BANKING. .. 


MR. “MEADOW BROOK” 





) UNSECURED LOANS 
>» 


YOUR ADVICE 
IS IMPORTANT 


Be sure to advise what is best for your client. If he is ready to enter big 
league business he will be depending upon you to advise him of the various 
types of bank loans available to help him achieve his goal. The Meadow Brook 
National Bank specializes in helping businessmen to step up into the big league 
— and stay there! 


FOR FURTHER INFORMATION CALL MR. HENRY DENGEL 
IVanhoe 1-9000 — West Hempstead, New York 
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RoBERT HALF PERSONNEL AGENCIES 


“THE ACCOUNTANT-FINDERS™ 


WISH TO ANNOUNCE THE REMOVAL 


OF THEIR OFFICES TO 


295 Mapison AVENUE, New York 17, N. Y. 


MUrray Hitt 3-6700 


SPECIALIZING EXCLUSIVELY IN ACCOUNTING AND RELATED 
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